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Residual value guarantees play a particularly important role in lease con- 
tracts, because they determine who bears the risk of the value of the asset 
at the end of the lease term. The guarantor may be the lessee or a third-party 
insurer paid an insurance premium by the lessee. These guarantees come 
in various forms. The guarantee may start from the first dollar of loss or be 
triggered only by a greater loss. For example, consider an asset that is expected 
to have a residual value of $100 but turns out to have a lower value. A first- 
dollar-of-loss guarantee might pay the lessor $100 minus the current value 
up to a maximum of $50. A less easily triggered guarantee might pay the 
lessor $50 minus the current value up to a maximum of $50. In both cases, 
the maximum guarantee is $50, but the first-dollar-of-loss guarantee is much 
more likely to be triggered, and so it subjects the guarantor to much more 
of the risk of the leased asset. For the most part, lease accounting rules do 
not distinguish different types of residual value guarantees by a given party, 
however. 

In summary, users of financial reports should attempt to determine, to 
the extent possible, the nature of the structures and contractual terms of a 
lessor’s leases. These factors affect how risks are partitioned among the parties 
to its lease contracts. They also may render the accounting nondescriptive. 
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LESSORS” RISKS 


Lessors are exposed to various risks: 


m The residual value of leased assets can be highly uncertain. 


m The tax advantages of leasing are susceptible to unexpected changes in 
the tax code and inflation. 


m [Lease receivables whose payments do not float with interest rates yield 
interest rate risk in the same way as do fixed-rate loans. 


m Lessors’ ability to securitize lease receivables to raise funds and recognize 
gains on sale vary with economic conditions. 


= [ease receivables are subject to credit risk, since lessees are often sub- 
prime credits and since the lessee is more likely to default when the leased 
asset value deteriorates 


= Lessors are exposed to industry and macroeconomic cycles. 


= Leasing is a competitive business. 


Each of these risks is described next. 

Lessors’ primary risk is often uncertainty about the residual value of 
leased assets, which has a similar nature and importance as uncertainty about 
the value of residual securities for issuers in securitizations discussed in Chap- 
ter 8. Frequently a large part of lessors’ profit comes from remarketing the 
asset at the end of the lease term. In a competitive leasing market, higher 
estimates of residual values yield lower lease payments, so the accurate esti- 
mation of residual values is often the key to long-term survival and profit- 
ability. In this regard, residual value estimates can be subjective and highly 
uncertain, especially for assets that are sensitive to technological change and 
macroeconomic or industry conditions. The lessor is usually better off remar- 
keting the asset in place to the existing lessee and in many cases loses on the 
lease if it cannot do so. Lessors also may guarantee residual values for third 
parties. 

The importance of residual value estimates is illustrated by the recent 
experience of automobile lessors. The Association of Consumer Vehicles 
Lessors estimates that the average loss experienced by these lessors when 
vehicles were returned at the end of the lease (about 50% of the time) was 
$1,672, $2,592, and $2,212 per vehicle in the years 1998, 1999, and 2000, 
respectively.!! The industry recorded over $10 billion on the residual values 
of leased automobiles in 2000 alone.” As a result of these losses, lessors have 
increased lease payments and lease terms. The ongoing travails of U.S. auto- 
mobile manufacturers have recently led to enhanced lease incentives, however, 
which could augur a new round of losses. In this regard, General Motors 
(GM) states in a March 17, 2006 Form 8-K filing that it: 


intends to make certain adjustments to restate previously reported 2005 
financial results. The restatement of quarterly financial results will pri- 
marily result from a material misstatement in the accounting for GM’s 
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portfolio of vehicles on operating lease with daily rental car entities, 
which occurred in the first quarter of 2005. This mis-statement related 
to the fact that GM’s portfolio of vehicles on operating lease with daily 
rental car entities, which was impaired at lease inception, was prema- 
turely revalued in 2005 to reflect increased anticipated proceeds upon 
disposal. 


Other risks include the fact that the tax advantages of leasing are suscep- 
tible to unexpected changes in the tax code and inflation. As discussed, the 
tax benefits of leasing are currently relatively low, so they may constitute more 
of an upside than downside risk to lessors at this point. 

Lease receivables that do not float with interest rates yield interest rate 
risk in the same way as do fixed-rate loans. Some lessors sell or securitize some 
or all of the minimum lease payments to third parties immediately or after 
a holding period, in part to mitigate interest rate risk. 

Lessors also securitize lease receivables to raise funds and to recognize 
gains on sale. Insofar as they do this, they become fee-based rather than inter- 
est rate spread—based, in much the same way as mortgage banks discussed 
in Chapter 7. 

Lessors’ lease receivables are subject to the credit risk of lessees, who 
are often subprime credits. As a type of secured lender, lessors are protected 
by the value of the leased asset. However, the lessor’s expected loss given 
default can be high despite the existence of collateral because default by the 
lessee often is associated with deterioration in the value of the leased asset 
and because technology assets subject to rapid obsolescence and intangible 
assets such as software are sometimes leased. Moreover, the extent of lessor’s 
protection depends on whether the lease is deemed to be a true lease rather 
than security interest as specified in the Uniform Commercial Code (UCC), 
with the former giving greater rights to the lessor in the event of the lessee’s 
bankruptcy. To be a true lease under the UCC, the lessee must have certain 
rights to terminate lease payments, the lessor must retain a meaningful resid- 
ual interest in the leased asset, and the lease must meet an economic realities 
test.!> Independent lessors’ tendency to concentrate in specific industries 
reduces their ability to diversify credit risk. 

Lessors may also be exposed to the credit risk of residual value guar- 
antors and other parties. This is most likely for captive lessors whose parents 
guarantee residual values or provide other incentives. An example of such 
a lessor is General Motors Acceptance Corporation (GMAC), which states 
in its 2005 Form 10-K filing that it: 


bear[s] the risk of loss to the extent that the value of a leased vehicle 
upon remarketing is below the projected residual value of the vehicle 
at the time the lease contract is signed. However, these projected values 
may be upwardly adjusted as a marketing incentive if General Motors 
considers an above-market residual appropriate to encourage con- 
sumers to lease vehicles. Such residual support by GM results in a lower 
monthly lease payment by the consumer. General Motors reimburses 
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us to the extent remarketing sales proceeds are less than the residual 
value set forth in the lease contract at lease termination. In addition to 
GM residual support, in some cases, GMAC may provide residual sup- 
port on leases to further encourage consumers to lease certain vehicles. 


In addition to the residual support arrangement, GM shares in resid- 
ual risk on all off-lease vehicles sold by auction. We and GM share a 
portion of the loss when resale proceeds fall below the contract resid- 
ual values on vehicles sold at auction. GM reimburses us for a portion 
of the difference between proceeds and the contract residual value (up 
to a specified limit). 

Under what we refer to as pull ahead programs, consumers are encour- 
aged to terminate leases early in conjunction with the acquisition of 
a new GM vehicle. As part of these programs, we waive the customer’s 
remaining payment obligation and, under most programs, GM compen- 
sates us for the foregone revenue from the waived payments. Addition- 
ally, since these programs generally accelerate our remarketing of the 
vehicle, the sale proceeds are typically higher than otherwise would 
have been realized had the vehicle been remarketed at lease contract 
maturity. The reimbursement from GM for the foregone payments is, 
therefore, reduced by the amount of this benefit. 


Lessors are exposed to industry and macroeconomic cycles. To the extent 
that lessors provide industry-specific services, they are exposed to the perform- 
ance of these industries. Aggregate investment in capital assets tends to follow 
macroeconomic cycles. 

Finally, leasing is a competitive business. Cost efficiency in obtaining and 
processing business is critical, especially in the high-transactions-volume, 
small-ticket market. 


LEASE ACCOUNTING METHODS 


Lease accounting is primarily governed by SFAS No. 13 (1976), although 
this standard has been repeatedly amended by subsequent standards, inter- 
pretations, and technical bulletins published by the FASB and by consen- 
suses, issues, and topics published by the FASB’s Emerging Issues Task Force 
(EITF). Most accounting observers view lease accounting as an unsatisfac- 
tory patchwork that sometimes yields complex lease transactions structured 
to obtain nondescriptive accounting outcomes. This section describes the 
main lease accounting methods, focusing on the accounting by lessors. The 
accounting by lessees is also described, since their desire for certain account- 
ing treatments is one of the main competitive advantages of leasing. Unless 
stated otherwise, SEAS No. 13 (1976) is the source of the accounting rules 
discussed. 

In some cases it can be difficult to determine whether contracts consti- 
tute leases of capital assets governed by SFAS No. 13 (1976) or service con- 
tracts governed by other accounting standards. For example, do contracts 
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to transport energy or provide telecommunications services over networks 
constitute leases of portions of those networks? EITF 01-8, Determining 
Whether an Arrangement Contains a Lease, states that leases involve the use 
of specific capital assets, while service contracts allow the provider to employ 
substitute means to provide the services. 

Leases of capital assets are often bundled with the provision of mainte- 
nance and other services by the lessor to the lessee. This raises issues regarding 
the proper timing and amount of revenue recognition by the lessor, because 
the separate elements of the bundle may be provided at different times and the 
contractually specified payments by the lessee for these elements generally 
are substitutable. SFAS No. 13 (1976) requires minimum lease payments and 
payments for executory costs such as maintenance to be distinguished and 
accounted for separately, as discussed in the next section. EITF 00-21, Revenue 
Arrangements with Multiple Deliverables, generally requires that the payments 
for other services be distinguished from the payments for lease and main- 
tenance based on their relative fair values, and accounted for separately. 


Lease Term and Minimum Lease Payments 


Definitions of the lease term and minimum lease payments determine which 
lease accounting method to apply to a given lease. SFAS No. 98, Accounting 
for Leases (1988), defines the lease term as the fixed noncancellable term of 
the lease plus all periods up to and including those: 


m Covered by bargain renewal options (i.e., renewal options that involve 
rentals sufficiently below the fair market value of the leased asset so that 
renewal is reasonably assured). 


m For which failure to renew the lease imposes a penalty such that renewal 
is reasonably assured at inception. This penalty includes factors outside 
the lease, including a pressing business need for the leased asset. 


m Governed by renewal options in which the lessee guarantees, directly 
or indirectly, the lessor’s debt associated with the leased property. 


m = In which the lease can be renewed at the lessor’s option. 


A lease is deemed noncancellable if it is cancellable only upon the occur- 
rence of a remote contingency, only with the permission of the lessor, only 
if the lessee enters into a new lease with the same lessor, or only if the lessee 
incurs a cancellation penalty such that continuation of the lease is reason- 
ably assured at inception. This definition implies that the lease term includes 
renewal options for which exercise is reasonably assured but not those for 
which exercise is only probable. Thus, the lease term for accounting purposes 
may be far shorter than the expected life of the leasing relationship. 

Minimum lease payments for the lessee are defined as the payments the 
lessee is required to make over the lease term in connection with the leased 
property. These minimum lease payments include guarantees by the lessee 
of the residual value of the leased asset and penalties the lessee is required 
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to make at the end of the lease term if the lease is not renewed. These mini- 
mum lease payments do not include contingent rentals, guarantees by the 
lessee of the lessor’s debt, or executory costs such as maintenance, taxes, 
and insurance, and so they may be much lower than expected lease payments. 
Minimum lease payments for the lessor are minimum lease payments for 
the lessee plus third-party guarantees of residual values and rental payments 
beyond the lease term. 


Determining the Lease Accounting Method 


The criteria for determining whether operating or capital lease accounting 
should be applied to a lease are based on the idea that real assets are not 
divisible and that the party that bears most of the risk and rewards of the 
leased asset should have the real asset on its balance sheet. Specifically, capi- 
tal lease accounting should be applied when the lessee predominantly bears 
the risk and return on the leased asset, and operating lease accounting should 
be applied otherwise. SFAS No. 13 (1976) attempts to apply this idea by 
distinguishing operating and capital leases using bright-line criteria described 
next. 

Specifically, lessees should classify leases that meet one or more of these 
four criteria as capital leases: 


1. The lease transfers ownership of the leased asset to the lessee at the end 
of the lease term. 


2. The lease contains a bargain purchase option. 


3. The lease term is 75% or more of the estimated remaining economic 
life of the leased asset, unless the lease term begins in the last 25% of 
the total estimated economic life of the leased asset. This condition does 
not apply to leases of land, since land has infinite life. 


4. The present value of the minimum lease payments is 90% or more of 
fair value of the leased asset. This condition also does not apply to leases 
of land, presumably because capital land leases with finite term would 
cause (the right to use) land to be amortized. This criterion also does 
not apply to leases initiated in the last 25% of the life of the leased asset. 


Lessees should account for all other leases as operating leases. 

All of these criteria also apply to lessors’ lease classifications. The 90% 
of fair value criterion may lead to different conclusions by the lessee and lessor 
as to whether the lease should be accounted for as an operating lease or a 
capital lease, however, because: 


m Guarantees of minimum lease payments by third parties are included 
in minimum lease payments for lessors but not for lessees. This could 
lead to the lessor accounting for the lease as a capital lease while the lessee 
accounts for the lease as an operating lease, so that the leased asset appears 
on neither of the parties’ books. 
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m The interest rate used to estimate the present value may differ for the 
lessee and the lessor. The lessor should use the implicit interest rate that 
equates the present value of the minimum lease payments and the esti- 
mated unguaranteed residual value of the leased asset to the fair value 
of the leased asset. This implicit interest rate is not necessarily known 
to the lessee, since it may not know either the fair value or the estimated 
unguaranteed residual value of the asset; if not, the lessee should use its 
incremental borrowing rate instead. 


Lessors should classify any lease that meets one or more of the four crite- 
ria above and both of the following criteria as a capital lease: 


1. The collectibility of the minimum lease payments is reasonably predict- 


able. 


2. No significant uncertainties exist about unreimbursable costs for the 
lessor. 


Lessors should classify all other leases as operating. The addition of these 
two criteria for lessors implies that lessors are less likely to treat leases as 
capital leases than lessees, all else being equal. 

The bright-line nature of the 75% of economic life and 90% of fair value 
criteria allows leases to be structured to obtain the desired accounting treat- 
ments. For example, if the lessee desires operating lease accounting but also 
to lease the asset for most of its life, then the lease will be structured so that 
it has a term of no more than 74.9% of the life of the asset and a present 
value of the cash payments of no more than 89.9% of the fair value of the 
asset. This lease is economically almost identical to a lease of the same asset 
for 75% of its life or with cash payments for 90% of its fair value, which 
would receive capital lease accounting. 


Operating Lease Accounting 


Accounting. Operating lease accounting treats leases essentially like rent. 
Assuming that rental payments are a constant amount per period over the life 
of a lease, the lessor (lessee) records rent revenue (expense) in each period 
equal to the amount of the lease payments attributable to the lessee’s use 
of the leased asset that period. The lessor (lessee) makes normal deferrals or 
accruals of lease revenue (expense) depending on the timing of lease payments 
relative to the recognition of income in each period. Ignoring such minor 
accruals of lease expense, operating leases provide off-balance sheet financing 
for lessees. 

Lessors retain the fixed assets under lease on their balance sheets. They 
depreciate these assets over time using their normal depreciation methods. 
This aspect of operating lease accounting is unnecessary and unfortunate, 
because lessors must estimate the residual value of the leased assets in order 
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to determine the lease payments they require. It would be preferable to require 
lessors to depreciate leased assets to their residual values over the lease term. 

Some minor accounting complexities arise if lease payments are not 
constant over the lease term. If lease payments change in a deterministic fash- 
ion (e.g., there are scheduled rent increases or “rent holidays” in which the 
lessee is not required to make lease payments), then FASB Technical Bulletin 
(FTB) No. 85-3, Accounting for Operating Leases with Scheduled Rent 
Increases (1985), states that lessors (lessees) should record revenue (expense) 
in equal amounts each period unless “another systematic and rational allo- 
cation basis is more representative of the time pattern in which the leased 
property is physically employed. Using factors such as the time value of 
money, anticipated inflation, or expected future revenues to allocate sched- 
uled rent increases is inappropriate because these factors do not relate to 
the time pattern of the physical usage of the leased property.” This require- 
ment implies that lessors (lessees) record deferred revenues (prepaid assets) 
when lease payments decline over the life of the lease and accrued revenues 
(accrued expenses) when lease payments rise over the life of the lease. 

At least 144 lessees (mostly retailers and hospitality firms) restated their 
financial statements during late 2004-early 2005 for misapplication of FTB 
No. 85-3 to rent holidays.'* Most of these restatements occurred shortly 
after a February 7, 2005, letter from the chief accountant of the SEC to the 
American Institute of Certified Public Accountants (AICPA). 

Lessors (lessees) should record lease revenue (expense) for contingent 
rental payments when the factors causing these payments occur. In this 
respect, the portion of a lease associated with contingent rentals is always 
treated as an operating lease, even if the portion of the lease associated with 
minimum lease payments is accounted for as a capital lease. 


Example. Assume that an automobile with a fair value of $30,000 and an 
expected useful life of 10 years is leased on January 1 for $5,000 per year 
payable at the beginning of each year for two years. There is no transfer of 
ownership or bargain purchase option. Clearly, none of the conditions for 
capital lease accounting for the lessee is met. Thus, the lease is accounted for 
as an operating lease. Ignoring deferrals of lease expense and revenue during 
each year, the journal entries in each of the two years of the lease term are: 


for the lessee: 


lease expense (— income) 5000 
cash (— asset) 5000 
for the lessor: 
cash (+ asset) 5000 
lease revenue (+ income) 5000 
depreciation expense (— income) x 


automobile (— asset) x 
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No specific amounts are recorded for depreciation expense, since the 
lessor applies the same methods for depreciating assets as if it held the asset 
for its own use, and these methods have not been specified. Moreover, the 
lessor’s cost has not been specified; this cost would be the $30,000 fair value 
if the lessor acquired the automobile in the open market and the lessor’s 
production cost if it manufactured the automobile. 


Capital Lease Accounting 


Capital lease accounting treats a lease like separate purchase and financing 
of the asset. The accounting for lessees and lessors is less symmetrical than 
it is under operating lease accounting for several reasons, the main one being 
that the lessor has to account for the estimated unguaranteed residual value 
of the leased asset at the end of the lease term while the lessee does not. 


Lessees. At the initiation of the lease, the lessee records a lease asset and 
a lease liability on its balance sheet equal to the present value of the mini- 
mum lease payments, or the fair value of the asset if it is known and less 
than that amount. Over the life of the lease, the lessee amortizes the leased 
asset to its expected value at the end of the lease term (this value includes 
guarantees of the residual value by the lessee, among other items) using its 
normal amortization policies. The lessee also records interest expense on 
the lease liability on its income statement. Cash payments in excess of inter- 
est expense reduce the principal of the lease liability. Exhibit 13.1 depicts the 
T accounts for lessees’ capital lease assets and liabilities. 


Lessors. Strictly speaking, the term “capital lease accounting” does not apply 
to lessors; it has been used up to this point as convenient shorthand for two 
lease accounting methods for lessors that treat leases as financing trans- 
actions: direct financing and sales-type lease accounting. Which method 


EXHIBIT 13.1 Lessees’ Capital Lease T Accounts 


Lease Asset Lease Liability 
beginning balance beginning balance 
+ npv of minimum | — amortization — cash payments | + npv of minimum 
lease payments expense lease payments 
on new leases on new leases 
= ending balance + interest expense 
= ending balance 
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applies depends on the nature of the leased asset and the lease arrangements. 
If the leased asset is new and not produced by the lessor, then direct financing 
lease accounting applies, and the lease is treated as a pure financing trans- 
action. Under direct financing lease accounting, the lessor removes the fixed 
asset from its books and replaces it with a net lease receivable of the same 
amount. As noted, the implicit interest rate on the lease is calculated as the 
rate for which the net lease receivable equals the present value of the mini- 
mum lease payments and the expected unguaranteed residual value of the 
lease asset. Because expected contingent rentals during the lease term are 
not included in this calculation, the implicit rate is lower than the economic 
rate that applies to the lease to the extent that contingent rentals have value. 
Using the implicit rate, the lessor records interest revenue on the net lease 
receivable over the term of the lease. Cash receipts in excess of interest revenue 
reduce the principal of the lease receivable. 

In contrast, lessors that lease their own products or that are releasing 
previously leased assets apply sales-type accounting. Sales-type accounting 
treats the lease as a sale of the asset by the lessor to the lessee. The lessor 
records sales and cost of goods sold when the lease is initiated. The lessor 
also records a lease receivable and interest revenue in the same way as for 
a direct financing lease, although the net lease receivable exceeds the leased 
inventory removed from the lessor’s books by the amount of gross margin 
recorded. 

SFAS No. 13 (1976) requires lessors to report separately the gross lease 
receivable (the undiscounted minimum lease payments and unguaranteed 
residual value) and unearned interest income (the difference between the 
gross lease receivable and the discounted lease payments and unguaranteed 
residual value). Although this presentation conceivably provides some infor- 
mation about the duration of the lease, far superior information about lease 
duration is provided in the footnotes, as discussed in the “Lease Disclosures” 
section. Accordingly, for simplicity, this section describes only the account- 
ing for the net lease receivable. 

SFAS No. 13 (1976) also requires lessors to review the estimated unguar- 
anteed residual value at least annually. If the estimate has decreased and the 
decrease is other than temporary, then the lessor must write down the lease 
receivable and record the loss immediately. 

The T account for lessors’ net lease receivables is depicted in Exhibit 
13.2. For simplicity, the effects of credit losses, residual value write-downs, 
and sales or securitizations of lease receivables are ignored. These effects are 
the similar to those described for loans in Chapters 5 and 8. 


Example. Assume that the same automobile in the earlier operating lease 
example is leased for eight years, so that the 75% of economic life criterion 
for capital lease accounting applies. Assume that the interest rate on the lease 
is 10% and the estimated unguaranteed residual value of the automobile 
at the end of the lease term is $4,287.18, so that the present value of the 
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EXHIBIT 18.2 Lessors’ Net Lease Receivable T Account 


Net Lease Receivable 


beginning balance 


+ npv of minimum lease — cash receipts 
payments and estimated 
unguaranteed residual 
value on new leases 


+ interest revenue — receipt of residual value 


= ending balance 


estimated unguaranteed residual value at the beginning of the lease term 
is $2,000. Assume the annual lease payment is $4,771.32, so that the present 
value of these payments is $28,000. The sum of the present values of the 
payments and the residual value is $30,000, the fair value of the automobile. 
The lessee amortizes the lease asset on a straight-line basis over the eight- 
year life of the lease, or $3,500/year. The accounting is described both for 
the case when the lessor is the automobile manufacturer with a cost of pro- 
ducing the automobile of $25,000 (so that sales-type accounting applies) 
and for the case when the lessor is an unaffiliated finance company (so that 
direct financing lease accounting applies). 
The lessee’s journal entries over the first two years of the lease are: 


for the lessee: 


1/1/1 lease asset (+ asset) 28000 
lease liability (+ liability) 28000 
lease liability (— liability) 4771.32 
cash (— asset) 4771.32 
(note: lease liability balance = 23,228.68) 
12/31/1 amortization expense (— income) 3500 
lease asset (— asset) 3500 
interest expense (— income) 2322.87 
lease liability (+ liability) 2322.87 
1/1/2 lease liability (— liability) 4771.32 
cash (— asset) 4771.32 
(note: lease liability balance = 20,780.23) 
12/31/2 amortization expense (— income) 3500 
lease asset (— asset) 3500 
interest expense (— income) 2078.02 


lease liability (+ liability) 2078.02 
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The journal entries for the remaining six years have the same structure. The 
lease asset and lease liability amortize over time just like any other fixed asset 
and financial liability, respectively, and they both have zero balances at the 
end of the eight-year term of the lease. 

The journal entries for a direct financing lessor are: 


direct financing lessor: 
1/1/1 lease receivable (+ asset) 30000 
equipment (— asset) 30000 
cash (+ asset) 4771.32 
lease receivable (— asset) 4771.32 


(note: net lease receivable balance = 25,228.68) 


12/31/1 lease receivable (+ asset) 2522.87 
interest revenue (+ income) 2522.87 


1/1/2 cash (+ asset) 4771.32 
lease receivable (— asset) 4771.32 


(note: net lease receivable balance = 22,980.23) 


12/31/2 lease receivable (+ asset) 2298.02 
interest revenue (+ income) 2298.02 


The journal entries for the remaining six years have the same structure. The 
net lease receivable is amortized over time in the same way as any other 
interest-earning financial asset, even though the balance of this receivable 
includes the present value of the estimated unguaranteed residual value of 
the leased asset, which is not really a financial asset. The value of the net lease 
receivable at the end of the lease term but prior to the receipt of the resid- 
ual value is $4,287.18, the estimated unguaranteed residual value of the 
leased asset. 
The journal entries at initiation for a sales-type lessor are: 


sales-type lessor: 


1/1/1 lease receivable (+ asset) 30000 
sales (+ income) 28000 
inventory (— asset) 2000 
cost of goods sold (— income) 23000 
inventory (— asset) 23000 
cash (+ asset) 4771.32 
lease receivable (— asset) 4771.32 


The journal entries after the initiation of the lease are the same for direct 
financing and sales-type lessors, because they have identical net lease receiv- 
ables, all else being equal. 

At the initiation of the lease, the leased asset is the inventory of the sales- 
type lessor, whereas it was equipment for the direct financing lessor. The 
$25,000 cost of the inventory is divided into the $2,000 present value of 
the estimated unguaranteed residual value and the remaining $23,000. The 
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$23,000 is recorded as cost of goods sold, and the $2,000 is recorded as 
an addition to the net lease receivable. Thus, margins on sale are very sensitive 
to estimates of unguaranteed residual values for sales-type lessors. 


Other Recent Restatements by Lessees 
for Misapplication of Lease Accounting 


In addition to the restatements for rent holidays mentioned earlier, during 
late 2004-early 2005 at least 96 lessees restated their financial statements 
for recording construction allowances provided by lessors as a reduction of 
leasehold assets rather than as deferred income, as required by SFAS No. 
13 (1976) and FTB No. 88-1, Issues Relating to Accounting for Leases. At 
least 93 lessees restated for amortizing leasehold improvements over a period 
longer than the lease term, in violation of SFAS No. 13 (1976).!° Most of 
these restatements also occurred shortly after a February 7, 2005, letter from 
the chief accountant of the SEC to the AICPA. 


ANALYSIS ISSUES REGARDING LEASE 
ACCOUNTING METHODS 


This section describes the effects of different lease accounting methods on 
lessors’ financial statements. For simplicity, the fact that generally accepted 
accounting principles (GAAP) nominally require a given lease to be accounted 
for as one of operating, direct financing, or sales-type is ignored, and the 
effects of accounting for the same lease using different methods are demon- 
strated. This is a reasonable exercise, because slight changes in lease structure 
around the bright-line criteria described in the “Determining the Lease 
Accounting Method” section cause a lease to be accounted for using differ- 
ent methods. The primary comparison made in this section is between 
operating and direct financing lease accounting, which are the possible lease 
accounting methods for leases of new assets by lessors that do not produce 
the leased asset. Operating and sales-type lease accounting, which are the 
possible lease accounting methods for lessors who produce the leased asset 
or for leases of previously leased assets, are compared more briefly. 


Balance Sheet Amounts 


The balance sheet of a lessor using operating lease accounting includes a 
fixed asset, while the balance sheet of a lessor using direct financing lease 
accounting includes a net lease receivable. At lease initiation, the amounts 
of the fixed asset and net lease receivable will normally equal the fair value 
of the new leased asset, but afterward the amounts of the fixed asset and net 
lease receivable differ. Specifically, fixed assets under operating leases are never 
depreciated slower than on a straight-line basis. In contrast, assuming con- 
stant lease payments, the lease receivable amortizes slowly at the beginning 
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of the life of the lease and faster at the end of the life of the lease. Thus, direct 
financing lessors generally have larger assets than do operating lessors, all else 
being equal. 

Exhibit 13.3 graphs a lessor’s net asset for a single lease of a new asset 
with constant payments each period during the lease term that is treated as 
either an operating lease or a direct financing lease. In this exhibit, the oper- 
ating lease asset is assumed to be depreciated to its residual value over the 
life of the lease; this assumption has an important implication for the amount 
of income recognized over the lease term. The operating lease asset also is 
assumed to be depreciated on a straight-line basis, although in practice it 
could be depreciated on a more accelerated basis, which would accentuate 
the difference in the balances of the operating lease asset and the net lease 
receivable. 

If the lessor produces the leased asset, then operating lease accounting 
yields a fixed asset that is initially recorded at production cost. In contrast, 
sales-type lease accounting yields a net lease receivable at fair value at the 
initiation of the lease. Thus, the balance sheet amount of the net lease receiv- 
able in a sales-type lease exceeds the amount of the operating lease fixed 
asset even at initiation, assuming the fair value of the leased asset exceeds 
its production cost. 


Income Statement Amounts 


The assumption depicted in Exhibit 13.3—that the operating lessor depre- 
ciates the leased asset to its residual value over the lease term —implies that 


EXHIBIT 13.3 Lessor’s Book Value of Net Assets over Lease Term 
(Assuming Operating Lease Asset Depreciated to Residual 
Value on a Straight-Line Basis over Lease Term) 


net asset 
book value 


direct financing lease receivable 


a 


fair value 


x 


residual value —— operating lease asset 


lease term 


time 
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the total amount of net income recognized over the lease term is the same 
for operating and direct financing lessors, all else being equal. Specifically, 
the total income for an operating lessor equals the sum of the cash receipts 
minus the sum of the depreciation on the leased asset. The total income for 
a direct financing lessor equals the sum of the interest revenue on the lease 
receivable. The assumption implies that the total depreciation on the oper- 
ating lessor’s fixed asset is the same as the total principal reduction on the 
direct financing lessor’s lease receivable. Thus, interest revenue under direct 
financing lease accounting equals rental revenue minus depreciation expense 
under operating lease accounting. As noted, operating lessors’ actual depre- 
ciation policies are not constrained by this assumption, so the total amount 
of income recognized over the lease term generally differs for operating and 
direct financing lessors. An operating lessor that depreciates the asset above 
(below) its residual value over the lease term will record more (less) total 
income over the lease term than a direct financing lessor. 

The total income over the life of the lease is also the same under oper- 
ating and sales-type lease accounting under the same assumption already 
discussed. This assumption implies the gross profit on the asset is recorded 
gradually over the lease term under operating lease accounting, because 
depreciation expense on the operating lease asset is less than the principal 
reduction on the net lease receivable for the sales-type lease by exactly the 
amount of the gross profit. 


Income Statement Timing 


Operating lessors record lease revenue equal to the lease receipts applica- 
ble to the period as well as depreciation expense on the leased asset. Assuming 
that lease payments are constant over the lease term and recognizing that 
depreciation is never slower than straight line, net income is recognized 
evenly or is back-loaded over the lease term. In contrast, direct financing 
lessors record interest revenue on the net lease receivable. Unless the lease 
has balloon features, interest revenue is greatest in the first period of the 
lease and decreases over time as the net lease receivable amortizes. Thus, 
lessors recognize net income earlier under direct financing lease account- 
ing than operating lease accounting, all else being equal. Exhibit 13.4 graphs 
a lessor’s net income for a single lease of a new asset with constant payments 
each period during the lease term that is treated as either a direct financ- 
ing lease or an operating lease. In this exhibit, the operating lease asset is 
assumed to be depreciated to its residual value over the life of the lease, so 
that the total amount of net income is the same under the two lease account- 
ing methods. 

The only difference between income for sales-type and direct financ- 
ing lessors is the gross profit recognized by sales-type lessors at the initiation 
of leases. Thus, sales-type lease accounting further front-loads net income 
relative to operating lease accounting, assuming positive gross profit. 
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EXHIBIT 13.4 Lessor’s Net Income over Lease Term (Assuming Operating 
Lease Asset Depreciated to Residual Value on a Straight-Line 
Basis over Lease Term) 


net 
income 


direct financing lease net income 
(interest revenue) 


ie 


operating lease 
net income (rent 
revenue — depreciation) 


lease term 


time 


Cash Flow Statement Classification 


The lease accounting method used for financial reporting (as opposed to tax 
reporting) does not affect the amount or timing of cash flows, but it has a 
dramatic effect on the classification of cash flows. Lease receipts on operat- 
ing leases are classified as operating cash flows. Lease receipts on direct financ- 
ing and sales-type leases are classified as operating for the interest revenue 
portion and as investing for the principal portion. Thus, operating lessors 
have higher operating cash flow than do direct financing lessors, all else being 
equal. This difference widens over the term of the lease as more of the lease 
receipt is classified as principal. In addition, for sales-type leases, at lease 
initiation there is an operating cash flow for the amount of the gross margin 
recognized and a net investing cash outflow for exactly the same amount. 
Due to the classification of gross margin within operating cash flow, sales- 
type lessors also may have high operating cash flow, especially lessors of high- 
margin assets. 

There are substantial comparability issues in analyzing lessors that use 
operating, direct financing, and sales-type lease accounting to different extents. 
Users of financial reports can recast the financial statements to reflect an 
approximation to capital lease accounting for operating leases using the required 
disclosures discussed in the “Lease Disclosures” section. 


SPECIAL LEASE TRANSACTIONS 


This section briefly describes the nature and accounting for three special lease 
transactions— leveraged leases, sale-leasebacks, and synthetic leases—without 
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going into the numerous structural details and accounting complexities 
involved. The interested reader can find examples of the accounting for lever- 
aged leases and sale-leasebacks in GAAP guides. 


Leveraged Leases 


A leveraged lease is a direct financing lease in which the lessor obtains financ- 
ing collateralized by the leased asset from a third party. In a typical leveraged 
lease, an SPE holds title to the leased asset and has the right to receive the 
minimum lease payments from the lessee. The third-party financing has 
recourse to the SPE that holds title to the leased asset but not to the lessor. 
The lessor usually retains all the tax benefits on the leased asset, may retain 
some portion of the minimum lease payments, and usually retains most or 
all of the unguaranteed residual value. Leveraged leasing is essentially a way 
for the lessor to diminish the financing aspects of leasing and to concentrate 
on the tax benefits and residual value aspects. Leveraged leasing also raises 
funds for future lease originations in much the same way as securitization 
of lease receivables. All else being equal, lessees are unaffected by whether 
their leases are leveraged. 

For accounting purposes, a leveraged lease is a direct financing lease that 
meets these three criteria: 


1. The third-party financing must be for at least 50% of the fair value of 
the leased asset (it is usually for considerably more). 


2. The third-party financing must be nonrecourse to the lessor. 


3. The lessor’s net investment in the lease must first fall and then rise over 
the lease term, as will be described. 


Leases meeting these criteria are accounted for using special leveraged lease 
accounting. On the balance sheet, the lessor’s lease receivable is recorded 
net of the nonrecourse financing. This off-balance sheet treatment of the 
third-party financing generally is not problematic, given its nonrecourse 
nature. In addition, a separate asset is recorded for the expected unguar- 
anteed residual value that is retained by the lessor (and, prior to its elimi- 
nation, for the investment tax credit), in order to highlight the relative impor- 
tance of this aspect of the lease for the lessor. 

The requirement that the lessor’s net investment in the lease must 
decrease early in the life of the lease and increase late in the life of the lease 
reflects the idea that leveraged lease accounting applies only when tax bene- 
fits and residual values dominate the value of the lease to the lessor. Depre- 
ciation tax benefits (and previously investment tax credits) are realized early 
in the life of the lease, while the residual value is received at the end of 
the lease. The value of the lease receivable decreases over the period that the 
tax benefits are realized and then increases as the present value of the residual 
value increases with the passage of time. A negative net investment may result 
during the lease term, which means the value of the nonrecourse financing 
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exceeds the value of the lessor’s remaining benefits on the lease. It also implies 
that the lessor must contribute funds to the SPE at some point during the lease. 
Net income on leveraged leases is recognized in proportion to the lessor’s 
net investment on the lease, but only in the periods the net investment is 
positive; in other periods, the lease has no effect on net income. Complex, 
iterative calculations are required to calculate both net income and the net 
investment on the lease. Two main steps are involved in this calculation: 


1. The lessor must calculate the net cash flows on the lease, taking into 
account the tax benefits. The total net cash flows equal the total net income 
that will be recognized over the lease. 


2. The lessor must calculate the yield on the net investment in the peri- 
ods that it is positive that allocates the total net cash flows to net income 
over the life of the lease. 


There is no good conceptual reason for the positive net investment con- 
dition in the second step, which implies that the calculated yield deviates 
from a market interest rate and the net investment on the lease differs from 
the present value of the remaining net cash flows. Unfortunately, it is very 
difficult for users of financial reports to undo this conceptually problematic 
accounting. 

Regarding the second step, SFAS No. 13 (1976) and FASB Staff Position 
(FSP) No. FAS 13-2, Accounting for a Change or Projected Change in the 
Timing of Cash Flows Relating to Income Taxes Generated by a Leveraged 
Lease Transaction (2006), state that the estimated residual value and other 
important assumptions affecting total net income, including the timing of 
the cash flows related to taxes, should be reviewed at least annually. If the 
estimated residual value is other-than-temporarily impaired or other impor- 
tant assumptions change, then the yield on the net investment should be 
recalculated as of the inception of the lease using actual cash flows up to 
the date of recalculation and projected cash flows therefter. 


Sale-Leasebacks 


Lessors often buy the leased asset from lessees and then lease it back to them. 
No accounting problems are posed by sale-leasebacks for lessors in their role 
as lessors. Lessors account for purchases and leasebacks separately, using 
normal lease accounting rules discussed earlier. In contrast, accounting rules 
restrict when and how the lessee can recognize a gain on the sale. In this 
regard, lessors often become lessees by selling and leasing back the assets 
that they lease. They do this to raise financing or to sell tax benefits they 
cannot use to third parties. 

The general rule is that any gain or loss on sale for the lessee is deferred 
and recognized over the life of the lease in proportion to amortization 
expense if the leaseback is classified as a capital lease and in proportion to 
lease payments if the leaseback is classified as an operating lease. Exceptions 
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exist when the leaseback is for less than substantially all of the property sold. 
The entire gain or loss is recognized immediately if the leaseback is for 10% 
or less of the assets sold, while a pro rata portion of the gain or loss is recog- 
nized immediately if the leaseback is for less than 90% of the assets sold. 
Sale-leaseback accounting involves many specific rules regarding the reason- 
ableness of the leaseback payments and guarantees by the lessee to the lessor 
that further constrain the recognition of gains on sale. In this regard, sale- 
leaseback accounting is considerably tougher regarding recognition of gains 
on sale than is the accounting for securitizations discussed in Chapter 8. 


Synthetic Leases 


The tax accounting and financial accounting for lessors are usually but not 
always the same. The most important difference between tax and financial 
accounting is embodied in “synthetic leasing.” Synthetic leases are accounted 
for as operating leases for financial reporting purposes, so that the lessee 
receives off-balance sheet financing, and as conditional sale agreements (the 
analogue of capital leases) for tax purposes, so that the lessee retains the 
tax benefits. Lessors are mainly facilitators of synthetic leasing transactions, 
for which they receive fees, although they also may participate in the resid- 
ual values of the leased assets to some extent. Synthetic leases have been used 
since the late 1970s for leases of vehicle fleets. Currently, synthetic leases 
are most common for large real estate leases, although like other structured 
accounting-motivated lease transactions, they have recently become less 
common. 

Synthetic leasing is possible because of differences between the criteria 
for a true lease (the analog of an operating lease) under the tax code and an 
operating lease under financial accounting rules. The tax code ultimately is 
based on a judgmental “benefits and burdens of ownership” test, essentially 
a substance over form test, but it also contains guidelines for distinguish- 
ing true leases from conditional sale agreements that sound similar to SFAS 
No. 13’s (1976) criteria for distinguishing operating leases from capital leases. 
Specifically, instead of the less-than-90% net present value criterion in SFAS 
No. 13 (1976), the tax code (Rev. Proc. 2001-28) contains these two guide- 
lines for a lease to be a true lease: 


1. The lessor has more than 20% of the cost of the leased asset invested and 
“at risk” at all times during the lease term 


2. The residual value is greater than 20% of the cost of the leased asset. 


These guidelines are sometimes referred to as the 20/20 tests. 

These criteria might seem to make it easy to get synthetic lease account- 
ing, since the tax code’s 20%-at-risk criterion would seem to be breached 
more easily than SFAS No. 13’s (1976) 90%-of-fair-value criterion. For exam- 
ple, one might think it would suffice to make the net present value of the 
payments 85% of the cost of the asset. However, the SFAS No. 13 (1976) 
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criterion is not risk based, while the tax code criterion is risk based, as reflected 
in the term “at risk.” 

Synthetic leases are structured in various complex ways to exploit this 
difference between financial reporting and tax rules. One common approach 
involves the lessee either purchasing residual value insurance from a third 
party or guaranteeing the lessor’s loss from the first dollar up to a maxi- 
mum not large enough to yield capital lease accounting for financial reporting 
purposes but large enough for the lessee to bear most or all of the residual 
value risk. This approach reduces the amount that the lessor has “at risk,” 
so the lease is classified as a conditional sale agreement for tax purposes. 
Another common approach involves the inclusion of renewal options in the 
lease that are highly likely to be exercised by the lessee. These renewal options 
are structured so that they are not included in the lease term for financial 
reporting purposes but are viewed as reducing the amount at risk for the 
lessor for tax purposes. 

Since the issuance of FIN No. 46 (R) (2003), synthetic leases usually do 
not involve the use of SPEs, since the lessee will likely be deemed the primary 
beneficiary of the SPE and thus have to consolidate the SPE, yielding account- 
ing similar to capital lease accounting. This may be a reason why synthetic 
leases are less common now. For example, General Motor’s 2005 Form 10- 
K filing contains this disclosure of its synthetic leases as a lessee. 


Synthetic Leases—GM leases real estate and equipment from various 
special purpose entities (SPEs) that have been established to facilitate 
the financing of those assets for GM by nationally prominent, credit- 
worthy lessors. These assets consist principally of office buildings, 
warehouses, and machinery and equipment. The use of SPEs allows 
the parties providing the financing to isolate particular assets in a single 
entity and thereby syndicate the financing to multiple third parties. 
This is a conventional financing technique used to lower the cost of 
borrowing and, thus, the lease cost to a lessee such as GM. There is a 
well-established market in which institutions participate in the financ- 
ing of such property through their purchase of interests in these SPEs. 
Certain of these SPEs were determined to be VIEs under FIN 46. For 
those leases where GM provides a residual value guarantee of the leased 
property and is considered the primary beneficiary under FIN 46, GM 
consolidated these entities as of July 1, 2003. This resulted, for Auto & 
Other, in an initial increase in assets and debt of $917 million and a 
cumulative effect of accounting change recorded in cost of sales of 
$27 million after-tax. As of December 31, 2004, the carrying amount 
of assets and liabilities consolidated under FIN 46R amounted to 
$883 million and $1.0 billion respectively. Assets consolidated are clas- 
sified as “Property” in GM’s consolidated financial statements. GM’s 
maximum exposure to loss related to consolidated VIEs amounts to 
$888 million. For other such lease arrangements involving VIEs, GM 
holds significant variable interests but is not considered the primary 
beneficiary under FIN 46R. GM’s maximum exposure to loss related 
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to VIEs where GM has a significant variable interest, but does not 
consolidate the entity, amounts to $592 million. 


Synthetic leases can be structured without SPEs, however. 


LESSORS’ FINANCIAL STATEMENTS 


This section describes the 2005 financial statements of GATX Corporation. 
GATX engages in both operating and direct financing leases as a lessor and 
in both operating and capital leases as a lessee. Thus, its financial statements 
illustrate the nature of and differences between these lease accounting meth- 
ods, in particular, the limitations of operating lease accounting. GATX has 
no sales-type leases. 


Balance Sheet 


Exhibit 13.5 presents GATX’s 2005 balance sheet. Most of GATX’s assets 
are either some form of receivable, such as finance leases, or fixed assets 
leased under operating leases. Finance lease receivables (6% of assets) are gross 
finance lease receivables net of nonrecourse debt for leveraged leases. Net 
operating lease assets (66% of total assets) include fixed assets that GATX 
either owns or leases as a lessee under capital leases. Note that net operating 
lease assets are over 10 times finance lease receivables, despite the fact that 
operating lease assets amortize more quickly than do lease receivables. This 
situation primarily reflects lessees’ preference for operating leases, GATX’s 
status as an independent lessor rather than a bank, and the netting of nonre- 
course third-party financing of GATX’s leveraged leases. The sizable amount 
of fixed assets that GATX leases as a lessee under operating leases is not 
reflected on its balance sheet but is indicated in disclosures discussed in the 
“Lease Disclosures” section. 

Most of GATX’s liabilities are some form of financing liability. GATX 
divides debt into recourse and nonrecourse debt. The nonrecourse debt reflects 
third-party financing of operating leases or direct financing leases that do 
not qualify for leveraged lease accounting. GATX also reports its capital lease 
liability as a lessee under capital leases. GATX’s economic liability to make 
payments as a lessee under operating leases is not reflected on its balance 
sheet. Like banks and other finance companies, GATX is fairly highly lever- 
aged, with shareholders’ equity equal to 19.5% of assets, a percentage that 
is overstated due to the nonrecognition of its assets and liabilities for its oper- 
ating leases as a lessee. 


Income Statement 


Exhibit 13.6 presents GATX’s 2005 income statement. “Lease income” 
includes rental revenue on operating leases plus interest revenue on capital 
leases, despite the fact that these items are very different in nature. “Asset 
remarketing income” includes the gains from remarketing assets at the end 
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EXHIBIT 13.5 GATX Corporation Consolidated Balance Sheets 


IN MILLIONS/DECEMBER 31 2005 2004 
ASSETS 
CASH AND CASH EQUIVALENTS $ 106.0 $ 63.4 
RESTRICTED CASH 53.1 60.0 
RECEIVABLES 
Rent and other receivables 87.2 77.0 
Finance leases 336.5 285.9 
Loans 38.7 89.2 
Less—allowance for possible losses (13.1) (22.1) 
449.3 430.0 
OPERATING LEASE ASSETS, FACILITIES 
AND OTHER 
Rail 3,728.1 3,847.9 
Air 1,298.9 1,724.1 
Specialty 90.8 65.4 
Other 234.9 212.3 
Less—allowance for depreciation (1,891.1) (1,924.1) 
3,461.6 3,925.6 
INVESTMENTS IN AFFILIATED COMPANIES 667.3 718.6 
GOODWILL 86.0 93.9 
OTHER ASSETS 421.1 321.4 
TOTAL ASSETS $5,244.4  $5,612.9 
LIABILITIES AND SHAREHOLDERS’ EQUITY 
ACCOUNTS PAYABLE AND ACCRUED EXPENSES $ 177.4 $ 171.1 
DEBT 
Commercial paper and bank credit facilities 57.0 72.1 
Recourse 2,715.4 2,887.1 
Nonrecourse 37.7 93.5 
Capital lease obligations 62.5 79.4 
2,872.6 3,132.4 
DEFERRED INCOME TAXES 683.4 721.0 
OTHER LIABILITIES 488.7 407.8 
TOTAL LIABILITIES 4,222.1 4,532.0 
SHAREHOLDERS’ EQUITY 
Common stock, par value 36.5 35.9 
Additional paid in capital 424.6 401.7 
Retained earnings 696.0 750.3 
Accumulated other comprehensive (loss) income (6.3) 21.6 
Treasury shares, at cost (128.5) (128.6) 
TOTAL SHAREHOLDERS’ EQUITY 1,022.3 1,080.9 
TOTAL LIABILITIES AND 
SHAREHOLDERS’ EQUITY $5,244.4 $5,612.9 
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of leases. These gains are fairly consistent across the three years and aver- 
age close to $40 million per year, but they do not include more variable impair- 
ment charges that sum to a similar amount across the three years. Most signif- 
icant, GATX recorded an asset impairment charge of $83.4 million in 2005, 
primarily on old aircraft that are to be sold. These impairment charges reflect 
the fact that the airline industry, GATX’s second largest concentration of 
customers, is currently troubled; presumably the aircraft involved could have 
been leased on acceptable terms if the industry was doing better. Depreci- 
ation includes depreciation on the fixed assets GATX owns and amortization 
of capital lease assets it leases as a lessee under capital leases. Interest expense 
includes interest on debt and interest on its capital lease obligation as a lessee. 

Economically, the way GATX generates income is very similar to a bank, 
leasing being in large part an interest rate spread business. Despite GATX’s 
bank-like nature, its income statement is dominated by rental revenue and 
depreciation expense on its operating leases, because it has substantially more 
operating leases than direct financing leases. 


Cash Flow Statement 


Exhibit 13.7 presents GATX’s 2005 cash flow statement. GATX’s operating 
lease receipts as a lessor and payments as a lessee are classified as operating 
cash flows; they are included in net income with adjustments for short-term 
accruals and deferrals. GATX’s lease receipts on direct financing leases are 
classified as operating for the interest revenue portion, which is included 
in net income, and as investing for the principal portion, which is included 
in “portfolio proceeds” along with cash received from remarketing leased 
assets. GAT X’s lease payments on capital leases are classified as operating 
for the interest expense portion, which is included in net income, and as financ- 
ing for the principal portion, which is included in “repayment of capital lease 
obligations.” 

Since most of GATX’s leases are operating leases, the company has very 
positive operating cash flow and very negative investing cash flow, although 
investing cash flow was enhanced by $201 million in 2005 due to a sale- 
leaseback of approximately 2,900 railcars. If GATX had accounted for its 
operating leases as direct financing leases, then its operating cash flow would 
have been lower and its investing cash flow higher by the principal portion 
of the lease payment, and vice versa. In this regard, GATX discloses that 
“portfolio proceeds” on its direct financing leases (including some payoffs 
from joint ventures) is $250 million in 2005, which is 88% of its reported 
operating cash flow. GATX has far more operating leases than direct financ- 
ing leases, so its operating cash flow would likely be negative if its operating 
leases were accounted for as direct financing leases. 

Although the signing of a lease does not by itself yield net cash flows, 
in principle the signing of a capital, direct financing, or sales-type lease implies 
that two cash flows that perfectly offset have occurred. For example, the 
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EXHIBIT 13.6 GATX Corporation Consolidated Statements of Operations 


IN MILLIONS, 
YEAR ENDED DECEMBER 31 2005 2004 2003 
GROSS INCOME 
Lease income $ 878.4 $ 790.3 $ 762.2 
Marine operating revenue 138.3 111.8 85.0 
Interest income on loans 10.0 17.8 41.4 
Asset remarketing income 43.7 36.5 37.9 
Fees 17.7 20.9 18.0 
Other 75.3 189.6 76.3 
Revenues 1,163.4 1,166.9 1,020.8 
Share of affiliates’ (losses) earnings (28.8) 65.2 66.8 
TOTAL GROSS INCOME 1,134.6 1,232.1 1,087.6 
OWNERSHIP COSTS 
Depreciation 202.7 194.6 188.0 
Interest expense, net 164.7 162.4 175.4 
Operating lease expense 187.0 173.6 176.0 
TOTAL OWNERSHIP COSTS 554.4 530.6 539.4 
OTHER COSTS AND EXPENSES 
Maintenance expense 194.9 189.2 166.0 
Marine operating expenses 108.9 87.7 68.9 
Selling, general and administrative 167.5 163.3 163.6 
Asset impairment charges 83.4 3.4 24.6 
Other 53.3 31.2 47.2 
TOTAL OTHER COSTS AND EXPENSES 608.0 474.8 470.3 
(LOSS) INCOME FROM CONTINUING 

OPERATIONS BEFORE INCOME TAXES (27.8) 226.7 77.9 
INCOME TAX (BENEFIT) PROVISION (12.7) 68.2 16.2 
(LOSS) INCOME FROM CONTINUING 

OPERATIONS (15.1) 158.5 61.7 
DISCONTINUED OPERATIONS, 

NET OF TAXES 0.8 11.1 15.2 
NET (LOSS) INCOME $ 14.3) $ 1696 $ 76.9 


signing of a direct financing yields an increase in capital lease receivables 
that by itself would require an investing cash outflow and a corresponding 
reduction in equipment that by itself would generate an investing cash inflow. 
Since these cash effects offset, the signing of direct financing and sales-type 
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EXHIBIT 13.7 GATX Corporation Consolidated Statements of Cash Flow 


IN MILLIONS/ 
YEAR ENDED DECEMBER 31 2005 2004 2003 
OPERATING ACTIVITIES 
Net (loss) income (14.3) $ 169.6 $ 76.9 
Less: Income from discontinued operations 0.8 11.1 15.2 
(Loss) income from continuing operations (15.1) 158.5 61.7 
Adjustments to reconcile (loss) income 
from continuing operations to net cash 
provided by operating activities of 
continuing operations: 
Gains on sales of assets and securities (43.3) (112.0) (42.2) 
Depreciation 212.7 207.8 202.6 
(Reversal) provision for possible losses (6.3) (13.7) 4.7 
Asset impairment charges 83.4 3.4 24.6 
Deferred income tax (benefit) provision (36.5) 39.8 (6.9) 
Share of affiliates’ losses (earnings), 
net of dividends 97.2 (32.4) (47.4) 
Decrease in recoverable income taxes 7.3 63.8 107.2 
(Decrease) increase in operating lease 
payable (17.2) (2.8) 3.9 
Increase in aircraft maintenance reserves 33.8 27.5 20.8 
Increase in prepaid pension (5.2) (12.9) (11.9) 
Decrease in reduction in workforce 
accrual (1.2) (2.5) (15.0) 
Other (24.8) (23.0) (34.7) 
Net cash provided by operating activities 
of continuing operations 284.8 301.5 267.4 
INVESTING ACTIVITIES 
Additions to equipment on lease, net of 
nonrecourse financing for leveraged 
leases, and facilities (416.6) (705.1) (397.0) 
Loans extended — (14.2) (49.5) 
Investments in affiliated companies (29.9) (7.8) (99.6) 
Other (74.0) (32.9) (82.5) 
Portfolio investments and capital additions (520.5) (760.0) (628.6) 
Portfolio proceeds 249.5 355.5 540.6 
Proceeds from sale-leaseback 201.3 — — 
Proceeds from sale of other assets 46.0 130.3 23.0 
Net decrease (Increase) In restricted cash 6.9 0.9 (28.4) 
Effect of exchange rate changes on 
restricted cash — — 17.7 
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EXHIBIT 13.7 (Continued) 
IN MILLIONS/ 


YEAR ENDED DECEMBER 31 2005 2004 2003 

Net cash used in investing activities of 

continuing operations (16.8) (273.3) (75.7) 

FINANCING ACTIVITIES 
Net proceeds from issuance of debt 549.5 127.8 616.7 
Repayment of debt (736.4) (500.5) (796.0) 
Net (decrease) increase in commercial 

paper and bank credit facilities (12.8) 57.8 (0.7) 
Net decrease in capital lease obligations (16.8) (27.4) (21.3) 
Issuance of common stock and other 23.6 5.8 3.8 
Cash dividends (40.0) (39.4) (62.8) 

Net cash used in financing activities of 

continuing operations (232.9) (375.9) (260.3) 

EFFECT OF EXCHANGE RATES ON 

CASH AND CASH EQUIVALENTS (1.4) 2.9 1.4 
CASH FLOWS OF DISCONTINUED 

OPERATIONS (SEE NOTE 19) 

Operating cash flows (0.2) 35.0 140.9 

Investing cash flows 9.1 222.7 (27.5) 

Financing cash flows — (61.0) (65.8) 
NET INCREASE (DECREASE) IN CASH 

AND CASH EQUIVALENTS 42.6 $ (148.1) $ (19.6) 


leases for lessors and capital leases for lessees generally are treated as noncash 
transactions with no effect on the cash flow statement. SFAS No. 95, State- 
ment of Cash Flows (1987), requires that offsetting cash effects of noncash 
transactions either be reported in the cash flow statement or be disclosed 
in some fashion, such as reported in the schedule of significant noncash trans- 
actions. Despite this requirement, like most lessors, GATX does not make 


this disclosure. 


LEASE DISCLOSURES 


Description 


Lessors’ lease footnotes must include a variety of disclosures, the most impor- 


tant of which are listed next. 
Lessors must disclose: 


m The type of property leased 


= The classification of the leases 
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m The dates of expiration of the leases 
For capital leases, lessors must disclose: 


m The net investment in the lease 

m The undiscounted future minimum lease payments to be received 
m The unguaranteed residual value 

= The amount of unearned income 


= Minimum future lease receipts in the aggregate and for each of the five 
succeeding years 


For operating leases, lessors must disclose: 


m The cost and carrying amount of the property on lease or held for lease 
= The amount of accumulated amortization on these assets 


= Minimum future lease receipts in the aggregate and for each of the five 
succeeding years 


These disclosures help users of financial reports to assess the nature and 
risk of the leases. 

The minimum lease receipt disclosures help users understand the financ- 
ing nature of lessors’ operating leases, by indicating the duration of these 
leases. These disclosures do not allow full reconstruction of direct financ- 
ing or sales-type lease accounting for lessors, however, because they do not 
include estimates of the amount or timing of the estimated unguaranteed 
residual values on operating leases. Minimum lease receipt disclosures do allow 
the user to estimate the present value of those lease receipts, however, which 
is a measure of the economic receivable associated with operating leases, 
although it ignores expected receipts that are not included in minimum lease 
receipts, such as contingent rentals. The fact that minimum lease receipts 
beyond five years are lumped together makes this determination somewhat 
difficult for long-term operating leases, however. Users who capitalize oper- 
ating lease receipts for analytical purposes typically assume either that the 
payments beyond five years are the same amount as the payment in the fifth 
year or that these payments decay at some rate over time. No theoretically 
correct approach applies to all firms. 


GATX’s Disclosures 


Exhibit 13.8 presents GATX’s 2005 footnote disclosures regarding leases. 
Note 2 indicates that GATX primarily leases long-lived transportation equip- 
ment; for example, its railcars have a life of 30 to 38 years. Like most lessors, 
GATX does not disclose the dates of expiration of its leases, even though 
these disclosures are required under SFAS No. 13 (1976), presumably because 
lessors have many leases and because the minimum lease payment disclosures 
provide similar information. 


Lease Disclosures 381 


EXHIBIT 13.8 GATX Corporation, Lease Disclosures 


NOTE 2. SIGNIFICANT ACCOUNTING POLICIES 


OPERATING LEASE ASSETS AND FACILITIES— Operating lease assets and 
facilities are stated principally at cost. Assets acquired under capital leases are 
included in operating lease assets and the related obligations are recorded as 
liabilities. Provisions for depreciation include the amortization of capital lease 
assets. Operating lease assets and facilities listed below are depreciated over their 
respective estimated useful life to an estimated residual value using the straight- 
line method. The estimated useful lives of depreciable new assets are as follows: 


Railcars 30-38 years 
Locomotives 40 years 
Aircraft 25 years 
Buildings 40-50 years 
Leasehold improvements 5-40 years 
Marine vessels 40-50 years 


NOTE 3. LEASES 


The following information pertains to GATX as a lessor: 


FINANCE LEASES—GATX’s finance leases are comprised of direct 
financing leases and leveraged leases. Investment in direct finance leases consists 
of lease receivables, plus the estimated residual value of the equipment at the lease 
termination dates, less unearned income. Lease receivables represent the total rent 
to be received over the term of the lease reduced by rent already collected. Initial 
unearned income is the amount by which the original sum of the lease receivable 
and the estimated residual value exceeds the original cost of the leased equipment. 
Unearned income is amortized to lease income over the lease term in a manner that 
produces a constant rate of return on the net investment in the lease. 

Finance leases that are financed principally with nonrecourse borrowings at 
lease inception and that meet certain criteria are accounted for as leveraged 
leases. Leveraged lease receivables are stated net of the related nonrecourse debt. 
Initial unearned income represents the excess of anticipated cash flows (including 
estimated residual values, net of the related debt service) over the original 
investment in the lease. The Company recognized income from leveraged leases 
(net of taxes) of $4.3 million, $6.1 million, and $10.7 million in 2005, 2004, and 
2003, respectively. 

In 2003, GATX disposed of a leveraged lease commitment on passenger 
rail equipment. $184.9 million of assets were sold, including $108.4 million of 
restricted cash and $48.0 million of progress payments. In addition, $183.4 
million of liabilities, primarily nonrecourse debt, were assumed by the acquirer. 

The components of the investment in finance leases at December 31 were 
(in millions): 


(continues) 
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EXHIBIT 13.8 (Continued) 


LEVERAGED DIRECT TOTAL FINANCE 
LEASES FINANCING LEASES 
2005 2004 2005 2004 2005 2004 

Total minimum 

lease payments 

receivable $1,031.4 $1,146.4 $318.0 $171.1 $1,349.4 $1,317.5 
Principal and 

interest on 

third-party 

nonrecourse debt (889.1) (965.5) — — (889.1) (965.5) 
Net minimum 

future lease 

receivable 142.3 180.9 318.0 171.1 460.3 352.0 
Estimated 

non-guaranteed 

residual value of 

leased assets 93.0 108.2 62.6 31.0 155.6 139.2 
Unearned income (84.5) (114.9) (1949) (904) (2794) — (205.3) 
Investment in 

finance leases 150.8 174.2 185.7 111.7 336.5 285.9 
Deferred taxes (111.4) (91.4) = — (111.4) (91.4) 
Net investment 39.4 $ 82.8 $185.7 $111.7 $ 225.1 $ 194.5 


OPERATING LEASES — Rental income from operating leases is generally 
reported on a straight-line basis over the term of the lease. Rental income on cer- 
tain leases is based on equipment usage. Rental income from usage rents was $22.3 
million, $31.7 million, and $33.4 million, in 2005, 2004, and 2003, respectively. 


MINIMUM FUTURE RECEIPTS—Minimum future lease receipts from finance 
leases, net of debt payments for leveraged leases, and minimum future rental receipts 
from noncancelable operating leases at December 31, 2005 were (in millions): 


FINANCE OPERATING 


LEASES LEASES TOTAL 
2006 $ 43.5 $ 826.7 $ 870.2 
2007 34.3 600.0 634.3 
2008 31.8 441.7 473.5 
2009 32.5 318.9 351.4 
2010 31.7 197.7 229.4 
Years thereafter 286.5 351.5 638.0 

$460.3 $2,736.5 — $3,196.8 


The following information pertains to GATX as a lessee: 
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EXHIBIT 13.8 (Continued) 


CAPITAL LEASES— GATX assets that are financed with capital lease obli- 
gations and subsequently leased to customers under either operating or finance 
leases, or otherwise utilized in operations at December 31 were (in millions): 


2005 2004 
Railcars and locomotives $ 82.6 $116.4 
Marine vessels 98.0 98.0 
180.6 214.4 
Less—allowance for depreciation (138.3) (158.1) 
42.3 56.3 
Finance leases 6.2 7.5 


$ 48.5 $ 63.8 


Depreciation of capital lease assets is classified as depreciation in the consoli- 
dated statement of operations. Interest expense on the above capital leases was $5.3 
million, $8.4 million, and $12.0 million, in 2005, 2004, and 2003, respectively. 

OPERATING LEASES — GATX has financed railcars, aircraft, and other assets 
through sale-leasebacks that are accounted for as operating leases. A subsidiary 
of GATX has provided a guarantee for a portion of the residual value related to 
two operating leases. Operating lease expense was $187.0 million, $173.6 million, 
and $176.0 million, in 2005, 2004, and 2003, respectively. Certain operating 
leases provide options for GATX to renew the leases or purchase the assets at the 
end of the lease term. The specific terms of the renewal and purchase options vary. 

In 2005, GATX completed a sale leaseback transaction for approximately 
2,900 of its railcars (net book value of $170.0 million) for net proceeds of $201.3 
million. The transaction resulted in a gain of $31.3 million, which was deferred 
and is being amortized as a component of operating lease expense over the 
21-year term of the resulting operating lease. 

FUTURE MINIMUM RENTAL PAYMENTS —Future minimum rental 
payments due under noncancelable leases at December 31, 2005 were (in millions): 


RECOURSE NONRECOURSE 
CAPITAL OPERATING OPERATING 


LEASES LEASES LEASES 
2006 $ 11.8 $ 160.5 $ 42.1 
2007 11.1 144.8 38.7 
2008 11.0 145.0 38.9 
2009 10.7 142.8 41.0 
2010 8.1 140.6 42.2 
Years thereafter 36.4 952.3 356.6 
$ 89.1 $1,686.0 $559.5 
Less—amounts representing 
interest (26.6) 
Present value of future minimum 
capital lease payments $ 62.5 


(continues) 
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EXHIBIT 13.8 (Continued) 


The payments for these leases and certain operating leases do not include the 
costs of licenses, taxes, insurance, and maintenance that GATX is required to pay. 

The amounts shown for nonrecourse operating leases primarily reflect rental 
payments of three bankruptcy remote, special-purpose corporations that are wholly 
owned by GATX. These rentals are consolidated for accounting purposes, but do 
not represent legal obligations of GATX. 


NOTE 15. CONCENTRATIONS, COMMITMENTS, AND OTHER CONTINGENCIES 


CONCENTRATIONS 


CONCENTRATION OF CREDIT RISK—Under its lease agreements with lessees, 
GATX retains legal ownership of the asset except where such assets have been 
financed by sale-leasebacks. For most loan financings to customers, the loan is 
collateralized by specifically related equipment. GATX performs credit evaluations 
prior to approval of a lease or loan contract. Subsequently, the creditworthiness 
of the customer and the value of the collateral are monitored on an ongoing basis. 
GATX maintains an allowance for possible losses to provide for potential losses 
that could arise should customers become unable to discharge their obligations 
to GATX. The Company did not derive revenues in excess of 10% of consolidated 
revenues from any one customer for any of the years ended December 31, 2005, 
2004, and 2003. 


COMMITMENTS 


UNCONDITIONAL PURCHASE OBLIGATIONS —At December 31, 2005, 
GATX’s unconditional purchase obligations of $412.0 million consisted primarily 
of railcar and aircraft acquisitions over the period of 2006 through 2008. GATX 
had commitments of $234.4 million related to the rail committed purchase 
program, entered into in 2002. GATX also had commitments of $96.0 million for 
orders on three new aircraft to be delivered in 2006 and 2007. Unconditional 
purchase obligations also include $68.4 million of other rail related commitments. 


The following table shows GATX’s commercial commitments for continuing 
operations (in millions): 


DECEMBER 31 2005 2004 
Affiliate guarantees $ 29.5 $ 34.7 
Asset residual value guarantees 368.6 437.6 
Lease payment guarantees 27.3 30.3 
Other guarantees 77.8 77.8 
Total guarantees 503.2 580.4 
Standby letters of credit and bonds 23.6 28.9 


$526.8 $609.3 


At December 31, 2005, the maximum potential amount of lease, loan, or 
residual value guarantees under which GATX or its subsidiaries could be required 
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to perform was $503.2 million. The related carrying value of the guarantees on the 
balance sheet, including deferred revenue primarily associated with residual value 
guarantees entered into prior to the effective date of FASB Interpretation No. 45 
(FIN 45), Guarantor’s Accounting and Disclosure Requirements for Guarantees, 
Including Indirect Guarantees of Indebtedness to Others, was a liability of $2.1 
million. The expirations of these guarantees range from 2006 to 2017. Any liability 
resulting from GATX’s performance pursuant to the residual value guarantees 
will be reduced by the value realized from the underlying asset or group of assets. 
Historically, gains associated with the residual value guarantees have exceeded any 
losses and were recorded in asset remarketing income in the consolidated statements 
of operations. Based on known facts and current market conditions, management 
does not believe that the asset residual value guarantees will result in any significant 
adverse financial impact to the Company. Accordingly, the Company has not recorded 
any accrual for contingent losses with respect to the residual value guarantees as 
of December 31, 2005. GATX believes these asset residual value guarantees will 
likely generate future income in the form of fees and residual sharing proceeds. 

Asset residual value guarantees represent GATX’s commitment to third 
parties that an asset or group of assets will be worth a specified amount at the 
end of a lease term. Revenue is earned for providing these asset value guarantees 
in the form of an initial fee (which is amortized into income over the guaranteed 
period) and by sharing in any proceeds received upon disposition of the assets 
to the extent such proceeds are in excess of the amount guaranteed (which is 
recorded when realized). 

Lease payment guarantees represent GATX’s guarantees to financial institu- 
tions of finance and operating lease payments of an unrelated party in exchange 
for a fee. 


Note 3 in Exhibit 13.8 reports GATX’s estimated unguaranteed residual 
values on direct financing leases, which are significant at about 65% of the 
undiscounted lease receivable after nonrecourse debt, although this over- 
states the residual value’s contribution to the discounted lease receivable. 
Given the substantial magnitude of GATX’s unguaranteed residual values, 
it is important for users of financial reports to ascertain their nature and risk. 
This note also reports GATX’s minimum lease receipts for its operating leases, 
of which about 13% are expected to be received after more than five years. 
In this regard, GATX’s operating leases are fairly long-term financing arrange- 
ments. Note 3 also reports GATX’s minimum operating lease payments as 
a lessee. Like many lessors, GATX sells and leases back many of its assets as 
a way to obtain financing and transfer tax benefits that it cannot use efficiently. 

Note 15 in Exhibit 13.8 reports GATX’s $396 million guarantees of 
residual values or lease payments to third parties. These guarantees are signif- 
icant relative to GATX’s $1,022 million of owners’ equity. As in risky asset 
securitizations, guarantees of this type are often necessary to obtain third- 
party financing, and they raise the question of how much risk is retained by 
the lessor. 
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Re-Creating Capital Lease Accounting 


Minimum operating lease receipt or payment disclosures can be used to recast 
operating lease accounting into an approximation to capital (for lessors, direct 
financing or sales-type) lease accounting. Doing this is somewhat easier for 
lessees than for lessors, since estimated unguaranteed residual values are not 
disclosed for lessors’ operating lessees, so capital lease accounting cannot be 
re-created fully. In this section, calculations using the minimum lease payment 
disclosures for GATX’s operating leases as a lessee (ignoring its nonrecourse 
operating leases) illustrate how to perform this type of analysis. 

GATX’s minimum operating lease payments in each of the next five years 
and beyond five years is provided in Note 3 in Exhibit 13.8. Its expected 
minimum operating lease payments decay fairly slowly over the next five 
years, decreasing from $203 million in 2006 to $183 million in 2010, with 
virtually all of the decrease occurring from 2006 to 2007. GATX’s aggregate 
payments beyond five years are $1,309 million. Some assumption needs to 
be made about when payments beyond five years occur. Given the slow decay 
of the payments through five years, for simplicity payments beyond five years 
are assumed to be $180 million per year for 7.27 years. 

The interest rate to determine the present value of these payments also 
needs to be estimated. If a lessee’s operating and capital leases are fairly sim- 
ilar, then the most natural way to determine this rate is as follows. As required, 
GATX discloses that interest expense on its capital lease liability is $5.3 
million. Given an average capital lease liability of $70.9 million during the 
year, this interest expense implies an interest rate of 7.5%. Alternatively, this 
interest rate could be estimated using measures of the firm’s cost of debt 
capital. Discounting the minimum lease payments on operating leases using 
a 7.5% rate yields an estimated economic liability for operating leases of 
$1,443 million. This amount is about half of GATX’s reported financing 
liabilities of $2,873 million. This economic lease liability should imply a simi- 
lar economic lease asset. 

Given the magnitudes of this economic liability and asset, it is impor- 
tant for users of GATX’s financial reports to recast its operating leases as 
financing transactions on all the financial statements, not just the balance 
sheet. This exercise is a fairly straightforward one. On the income statement, 
the interest expense on GATX’s estimated economic lease liability for its 
operating leases in 2001 is .075 x $1,443 million = $108 million. GATX’s 
disclosures of its minimum lease payments on its operating leases suggest that 
the life of these leases is about 12.27 years, so annual straight-line amorti- 
zation expense on its economic lease asset for its operating leases is approxi- 
mately $1,443 million/12.27 = $118 million. These income statement 
amounts are classified differently and in sum exceed the rental expense of $203 
million that GATX will record for its minimum operating lease payments 
in 2006 by $23 million. 

On the cash flow statement, the $203 million minimum operating lease 
payment in 2006 economically includes an operating cash outflow of $108 
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million for interest and a financing cash outflow of $95 million for princi- 
pal (instead of all $203 million being classified as an operating cash flow, 
as it is under operating lease accounting). 


POSSIBLE FUTURE CHANGES IN LEASE ACCOUNTING 


In February 2000, the G4+1 (the standards setters of Australia, Canada, New 
Zealand, the United Kingdom, the United States, and, as an observer, the 
International Accounting Standards Committee) published a special report, 
Leases: Implementation of a New Approach, advocating major changes in 
lease accounting. The special report views leases as exchanges of rights and 
obligations, which is in contrast to the SFAS No. 13 (1976) view of a lease 
as a possible exchange of an indivisible real asset. In this respect, the proposal 
is consistent with the financial components view of SFAS No. 140 (2000) 
discussed in Chapter 8. The special report supports eliminating the distinc- 
tion between operating and capital leases and proposes initially capitalizing 
all material leases at the present value of a defined set of lease payments over 
a defined lease term. The bulk of the special report tries to deal with the 
difficult question of how to determine the set of lease payments to be capital- 
ized, given that leases may contain various complicated contractual features. 

In July 2006, the FASB decided to comprehensively reconsider lease 
accounting. This project will be conducted jointly with the International 
Accounting Standards Board. This project likely will attempt to refine the 
approach proposed in the G4+1’s report. Given the complexity of the issues 
involved, some of which are described next, the project likely will take a num- 
ber of years to complete. 

The development of a new lease accounting standard faces two main 
difficulties. First, as with securitizations, a trade-off is involved in adopting 
a financial components view, because the fair value of leased assets can be 
partitioned in very different ways than their risk. In fact, leases probably 
partition risks in more complex and customized ways than do securitiza- 
tions. No accounting method will fully capture both the partitioning of fair 
value and risks in all circumstances, and so good disclosure of these trans- 
actions will remain critical regardless of the accounting. Moreover, unlike 
financial instruments, real assets are indivisible in a physical sense. Some 
accounting observers argue that applying a financial components perspec- 
tive to real assets makes little economic sense. 16 

Second, if operating lease accounting is eliminated, lessees that want to 
perpetuate off-balance sheet financing will have the incentive to structure 
leases in which a large portion of the expected lease payments are excluded 
from the set to be capitalized. The G4+1’s proposal would allow this to be 
done fairly easily through its treatment of renewal options, whose exercise 
generally would not be anticipated. A definition of lease term and payments 
that is robust to such behavior is critical to developing an accounting standard 
that is a conceptual and practical improvement over existing accounting rules. 
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Insurers and 
Insurance Accounting 


his chapter discusses the accounting and disclosure rules governing 

property-casualty (PC) and life and health (life) insurance and the issues 
they raise for the analysis of PC and life insurers. The discussion focuses on 
Statement of Financial Accounting Standards (SFAS) No. 60, Accounting and 
Reporting by Insurance Companies (1982), which governs the accounting for 
all PC insurance and for traditional types of life insurance, such as term life 
and whole life, and SFAS No. 97, Accounting and Reporting by Insurance 
Enterprises for Certain Long-Duration Contracts and Realized Gains and 
Losses from the Sale of Investments (1987), which governs the accounting 
for primarily investment-oriented types of life insurance policy, such as uni- 
versal life and most annuities. Although PC and life insurance differ in certain 
respects, they share many economic features and are both subject to SFAS No. 
60 (1982). In addition, many insurers engage in both PC and life insurance. 
For these reasons, both types of insurance and insurers are covered in this 
chapter, although the discussion frequently veers off to examine issues that 
pertain to one type. 

Insurance policies are financial option-like contracts that require the insurer 
to pay the insured party some amount if an insured event occurs during the 
policy term. When an insured event of a given type occurs, the payoff to 
the policyholder could be either a fixed amount (as is common in life insur- 
ance) or depend on the assessed amount of the loss (as is common in PC 
insurance), with deductibles and caps usually applying. Insured events usually 
are discrete and have a fairly low probability of occurring in a given year, 
such as a hurricane causing damage on a property covered by a PC insur- 
ance policy or the death of a person covered by a life insurance policy. In 
this regard, insurance policies are similar to credit derivatives that pay off 
on discrete indicators of default. Increasingly, however, insured events reflect 
the realization of continuous variables, such as the number of hurricanes that 
form in a given year, which renders insurance policies virtually indistinguish- 
able from financial options. For example, a PC insurance policy that pays 
off based on the realization of the number of hurricanes that form in a given 
year essentially is a weather derivative. 
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Insurers are first and foremost risk managers that assume policyholders’ 
risks by underwriting insurance policies. They may retain and diversify the 
risks they underwrite internally, relying on the law of large numbers, or they 
may cede them in part or entirely to reinsurers, a wholesale type of insurer. 
Reflecting the latter possibility, this chapter should be read in conjunction 
with Chapter 16, which describes the significant economic and account- 
ing effects that reinsurance has on insurers. 

To assume policyholders’ risks, insurers are paid a fee, called a premium, 
which is usually paid at or near the beginning of the policy term. Ignoring 
the up-front costs of obtaining policies, which can be large for some types 
of policies, the up-front receipt of premiums makes insurance underwriting 
self-financing and insurers into investment companies as well as risk man- 
agers. Insurers invest premiums for the float period between the receipt of 
premiums and the payment of claims. The amount of investment income 
they earn increases with the float period and the rate of return they earn on 
their assets. To the extent that insurance markets are competitive, insurers’ 
underwriting and investment income should be negatively correlated; that 
is, when their investment income is higher, their underwriting income should 
be lower, and vice versa, yielding a normal level of net income. 

The expected float period for an insurance policy rises with both its “tail” 
—the length of time between the occurrence of an insured event covered 
by the policy and the insurer paying the claim —and its “duration”—the length 
of time that coverage is provided on fixed terms, taking into account the 
probability that the holder maintains the policy over time. In PC insurance, 
variation in the length of the float period across policy types depends prima- 
rily on tail, because the duration of PC insurance policies is usually one year. 
For example, tail is usually a few days or weeks for automobile property 
policies but can be decades for product liability policies. In life insurance, 
variation in the length of the float period across policy types depends prima- 
rily on duration, because life insurance policies generally have short tails. For 
example, duration is usually one year for group term life and health policies 
but can be the entire remaining life of the insured individual for investment- 
oriented policies, such as whole life. 

This chapter emphasizes that users of financial reports should distin- 
guish tail and duration as drivers of the float period and, relatedly, they should 
separately analyze lines of business with different tails and durations. There 
are two reasons for this. First, SFAS No. 60 (1982) does not require the 
liability for unpaid claims to be discounted for short-duration policies, regard- 
less of their tails, and in practice this liability is not discounted for most types 
of short-duration policies. When this is the case, interest expense is not 
accrued on this liability and, as a result, the underwriting and investment 
income net of interest expense generated by these policies are mismeasured, 
misclassified, and poorly matched in time. This concern arises primarily for 
long-tailed PC insurance policies. 

Second, while SFAS No. 60 (1982) requires discounting of the liability 
for unpaid claims for long-duration life insurance policies, the economic 
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interest on this liability over time is misclassified as claim expense. In addi- 
tion, the financial statement classifications for traditional long-duration life 
insurance policies accounted for under SFAS No. 60 (1982) are inconsis- 
tent with and less descriptive than those for primarily investment-oriented 
life insurance policies accounted for under SFAS No. 97 (1987). 

The primary difference between PC and life insurers is the generally 
higher level of underwriting risk for PC insurers. In this regard, this chapter 
should be read in conjunction with Chapter 15, which describes PC insur- 
ers’ highly detailed mandated disclosures about the revisions of and payments 
on their liabilities for unpaid claims and claim adjustment, which users of 
their financial reports must analyze carefully. In contrast, because of their 
lesser underwriting risk, the analysis of life insurers focuses on the credit 
quality of their assets and the duration matching of their assets and liabilities. 
In this respect life insurers are more like banks than PC insurers, and the finan- 
cial analyses described in Chapters 4 and 5 are particularly important for 
life insurers. These analyses are not repeated here. It should be noted, how- 
ever, that insurers’ financial report disclosures regarding interest rate and 
credit risk are usually not as informative as those of banks, although insurers’ 
statutory reports contain very detailed disclosures useful for assessing their 
credit risk. In addition, the fair value of insurance policies other than invest- 
ment contracts and financial guarantees need not be disclosed under SFAS 
No. 107, Disclosures about Fair Value of Financial Instruments (1991), as 
discussed in Chapter 6. 

The first section of this chapter describes insurance products. The second 
section describes insurers’ risk-return trade-offs. The third section describes 
insurance regulation. The fourth section explains the primary accounting stan- 
dards governing insurance, SFAS Nos. 60 (1982) and 97 (1987). The fifth 
section describes several recently issued standards that govern the account- 
ing for embedded derivatives and other features of investment-oriented life 
insurance policies. The sixth section describes the effects of SFAS Nos. 60 
(1982) and 97 (1987) on the financial statements reported in the 2005 Form 
10-K filing of Hartford Financial Services Group (The Hartford), the tenth- 
largest PC insurer and fourth-largest life insurer in the United States. The 
seventh section discusses disclosures by segment mandated by Regulation 
S-X that are useful for conducting separate analyses by line of business. The 
final section discusses statutory accounting principles (SAP) that underlie 
insurance regulation and tax accounting rules for insurers. 


PRODUCTS 


The products offered by PC and life insurers include both traditional insur- 
ance policies and products that combine insurance with the investment or 
risk management features found in standard financial instruments such as 
securities and derivatives. 
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Property-Casualty Insurance 


Property insurance covers loss or damage to real property (e.g., buildings, 
automobiles, or other valuables) from specified events (e.g., fire, theft, acci- 
dent, or catastrophe). Casualty insurance is a catchall term that encompasses 
almost all coverage that is not property, life, or health insurance. The most 
important category of casualty insurance, liability insurance, covers the legal 
liability to third parties (e.g., drivers, passengers, employees, or customers) 
from specified events. Both property and casualty insurance claims may result 
from the same insured event; for example, automobile accidents and envi- 
ronmental damage often yield claims under both types of coverage. Reflecting 
this fact, PC insurers offer policies that cover both property and casualty, called 
multiple peril insurance. 

Personal lines of PC insurance are sold to individuals or households, 
while commercial lines are sold to businesses. Insurers may position certain 
products as loss leaders to obtain other lines. For example, insurers often price 
homeowners’ insurance low in an attempt to obtain more profitable auto- 
mobile insurance. 

Net premiums earned (revenue from underwriting insurance policies) 
for all PC insurance products were $426 billion in the United States in 2005.1 
The 10 largest types of PC insurance in order of the amount of net premiums 
earned in 2005 were: 


1. Personal automobile liability ($88 billion) 
2. Personal automobile property ($62 billion) 
3. Homeowners’ multiple peril ($47 billion) 
4. Workers’ compensation ($40 billion) 
5. Other liability ($29 billion) 
6. Commercial multiple peril ($28 billion) 
7. Commercial automobile ($25 billion) 
8. Reinsurance ($14 billion) 
9. Medical malpractice ($7 billion) 

10. Inland marine ($7 billion)? 


Although the three largest lines of business are personal, personal and 
commercial insurance are roughly equal in terms of net premiums earned, 
reflecting the far greater number of commercial lines. Property and casualty 
insurance are also roughly equal in terms of net premiums earned. 

Compared to the industry totals, The Hartford’s PC insurance activi- 
ties in 2005 were tilted toward commercial lines of business. Its net premiums 
earned of $6.6 billion from commercial lines of business — $1.8 billion from 
its specialty segment (coverage for large businesses and nonstandard products) 
and $4.8 billion from its business insurance segment (coverage for middle 
market and small businesses) —were almost twice its $3.6 billion from per- 
sonal lines. 
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A recent trend is the development of products that combine features of 
traditional PC insurance policies and traditional financial instruments used 
to raise capital. Collectively, these products (along with nontraditional or 
structured reinsurance products discussed in Chapter 16) fall under the rubric 
“alternative risk transfer” (ART). Such products include catastrophe bonds 
whose face value need not be repaid if a specified catastrophe occurs, catas- 
trophe options for which the writer pays the holder a specified amount if 
a specified catastrophe occurs, and contingent equity that provides the issuer 
with the option to raise equity if a specified event occurs. These ART products 
essentially securitize risks that could have been absorbed by insurers. 

More generally, the distinctions among PC insurance, banking, and secu- 
rities products are disappearing, in part because of the development of ART 
products but also because of the development of the diversified financial 
services firms allowed by the Gramm, Leach, Bliley Act of 1999 (GLBA) dis- 
cussed in Chapter 2. For example, all three types of financial institution 
provide financial guarantees increasingly in substitutable forms and to the 
same types of customers. 


Life Insurance 


Life insurance policies are more heterogeneous both across and within types 
of policies than are PC insurance policies. Most important, life insurance 
policies are located at various points along a continuum from pure insur- 
ance to pure investments. This source of heterogeneity makes it difficult to 
compare types of policies based on a single measure of size, such as net premi- 
ums earned, which pertains to the insurance aspect of the policy. Life insur- 
ance policies also exhibit more different combinations of features within a 
given policy type. 

Net premiums earned for all life insurance products were $537 billion 
(including $273 billion of annuity considerations) in the United States in 
2005.3 The amount insured is naturally higher than premiums, more so for 
policies with a smaller probability of paying off in a given period. For exam- 
ple, the life insurance in force at the end of 2005 was $31 trillion, with $3.1 
trillion of that amount newly issued in 2005.4 These amounts do not reflect 
the balances of pure investment-oriented policies, which constitute a large 
portion of the industry’s $4.2 trillion of assets in 2005, $1.4 trillion of which 
is in separate accounts for policies offering variable returns, described shortly.’ 

Life insurance provides coverage in the case of death (“mortality”). Ordi- 
nary life policies are offered to individuals. Group life policies are offered 
to groups, usually of employees, which reduces the costs of policy sales and 
administration and also mitigates problems with adverse selection discussed 
in the “Risk-Return Trade-Offs” section. As a result, group life is considerably 
cheaper than ordinary life. In the United States in 2005, net premiums earned 
were $111 billion for ordinary life policies and $30 billion for group life 
policies.® In 2005, ordinary life insurance in force in the United States was 
$14.7 trillion, while group life insurance in force was $8.7 trillion.” 
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Term life policies are relatively close to pure insurance. They pay a certain 
amount if a covered individual dies during the policy term, which often is 
1 year but may be up to 30 years. One-year term life policies usually are 
guaranteed renewable at the end of the term for some number of years or 
up to some age, with the premium rising in a predetermined fashion over 
time reflecting the higher probability of death as a person ages, but not 
reflecting changes in the health of the insured party. Multiyear policies usually 
have level premiums throughout some or all of the term, in which case a 
portion of the premiums early in the term subsidize the coverage later in term, 
giving the policies some investment aspect (but usually little or no surren- 
der value). Group life typically is term life. The payouts on term life insurance 
are usually exempt from income taxes. 

Investment-oriented policies can put the investment risk on the insurer, 
the policyholder, or both. Policies that offer fixed returns put the invest- 
ment risk on the insurer. Policies that offer variable returns (generally on 
a separate pool of assets held by the insurer) put the investment risk on the 
policyholder. Not surprisingly, variable policies exploded during the stock 
market boom in the 1990s. In an attempt to maintain this growth, life insur- 
ers have incorporated minimum benefits and other contractual features into 
these policies that protect policyholders from downside investment risk or 
otherwise make the policies desirable. These features are discussed in more 
detail in the “Accounting Standards Governing Embedded Derivatives and 
Other Life Insurance Policy Features” section. Investment-oriented insur- 
ance products are tax advantaged relative to bank accounts, since the 
accumulated interest not yet paid out (the inside buildup) is not taxed until 
paid, although there can be tax penalties and surrender charges imposed for 
early withdrawals from these policies. 

Whole life policies require the holder to make fixed premium payments 
each period during the holder’s life. If the covered individual dies during 
a given period, then the insurer pays the face value of the policy. If the covered 
individual does not die during the period, then an investment value remains 
to the policy. If the policy is surrendered prior to the covered individual’s 
death, then the investment value less any surrender charges (the surrender 
value) is paid to the holder of the policy. Endowment life is a variation on 
whole life that has a maturity date at which the balance of the policy is paid 
out if the covered individual has not died before that date. The absence of 
surrender charges at the maturity date increases the investment aspects of 
the policy. In the United States in 2005, whole and endowment life insurance 
in force was $7.3 trillion.’ 

Universal life policies are similar to whole life policies but have premium 
payments or a policy maturity that are not fixed, which renders these poli- 
cies even more investment oriented. 

Annuities pay out gradually, usually a constant amount per period. Pay- 
ments on traditional annuities are triggered by the occurrence of an insured 
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event, such as the insured individual’s death, and so these annuities include 
an insurance component. Most annuities are now primarily investment prod- 
ucts, however, not unlike bank accounts or mutual funds. 

Life insurers offer a variety of pure investment products, including pension 
plans and structured settlements. These products are often based on guar- 
anteed investment contracts (GICs) that guarantee both the rate at which 
interest is credited to the pension plan and the interest rate on current bene- 
ficiaries’ annuity payments. Aetna, Travelers, and a number of other insurers 
were significantly hurt by guaranteeing interest at rates that turned out to 
be too high given the general decline in interest rates from the early 1980s 
to 2003. Given the gradual payments on GICs, problems can linger on for 
years; for example, at the beginning of 2001, Equitable Life in the United 
Kingdom, the world’s oldest life insurer, stopped underwriting new business 
due to problems from GICs written in the 1980s and 1990s. 

Accident and health insurance provides coverage in the case of disability 
or illness (morbidity). Accident and certain types of health insurance are simi- 
lar to PC insurance, so PC insurers frequently offer these policies. With the 
exception of long-term care insurance, traditional health insurance has increas- 
ingly been replaced over time by the offerings of health maintenance organi- 
zations. In the United States in 2005, group accident and heath premiums 
were $88 billion and other accident and health premiums were $41 billion.? 

Compared to the industry totals, The Hartford’s life insurance activi- 
ties tilt toward investment-oriented lines of business, especially annuities. 
It provides summary performance measures for these life insurance segments 
in its 2005 Form 10-K filing, in rough order from closest to pure insurance 
product to closest to pure investment product: 


= “Group benefits” (primarily term life and accident and health): $3.8 
billion of net earned premiums and $.4 billion of investment income 


m “Individual life” (primarily universal life): $.8 billion fee income, $.3 
billion investment income, and $10.3 billion assets under management 


= “Retail” (primarily variable annuities and mutual funds): $2.3 billion 
fee income, $.9 billion investment income, and $145.9 billion assets under 
management 


m “International” (primarily variable annuities): $.5 billion fee income and 
$26.1 billion assets under management 


= “Retirement plans”: $.2 billion fee income, $.3 billion investment income, 
and $20.4 billion assets under management 


m “Institutional” (primarily structured settlements): $.2 billion fee income, 
$.3 billion investment income, and $20.4 billion assets under manage- 
ment 


= “Other” (primarily investments): $.1 billion fee income and $4.0 billion 
investment income 
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RISK-RETURN TRADE-OFFS 


A pervasive concern faced by all insurers is adverse selection, or the lemons 
problem. Purchasers of insurance generally know more about their risk than 
do insurers, and higher-risk individuals are more likely to seek to be insured. 
For example, early in the spread of the AIDS disease, a disproportionate share 
of death claims was on policies initiated shortly before death. Eventually, 
insurers incorporated blood testing and preexisting condition clauses into 
policies that reduced but did not entirely eliminate this exposure, since blood 
testing is imperfect and the legal process is costly and uncertain. 

Insurers also are susceptible to newly developed risks or, more gener- 
ally, to risks for which historical data provides less ability to model the dis- 
tribution of the risk. For example, PC insurers are susceptible to terrorism 
and global warming, which are or may be reflected in the two largest insured 
catastrophe losses in history: the terrorist acts of September 11, 2001 ($36 
billion of insured losses)! and Hurricane Katrina ($41 billion of insured 
losses).!! Although it is difficult to attribute any one weather-related event 
such as Katrina to global warming, it is plausible and perhaps likely that global 
warming was involved in 7 of the 10 costliest hurricanes in history occur- 
ring in 2004 (Charley, Ivan, Frances, and Jeanne) and 2005 (Katrina, Wilma, 
and Rita).'* Life insurers are susceptible to pandemics, although the last major 
one occurred almost ninety years ago with the Spanish flu of 1918-1919, 
which killed about 500,000 people in the United States alone. (This state- 
ment does not reflect the ongoing AIDS disease, which AVERT estimates has 
killed over 25 million people worldwide since 1981, disproportionately unin- 
sured persons in sub-Saharan Africa.) 

The federal government has recently acknowledged the difficulty of 
(re)insuring for terrorism losses by passing the Terrorism Risk Insurance 
Extension Act of 2005, which renews most aspects of the Terrorism Risk 
Insurance Act of 2002 through the end of 2007. Under this act, the federal 
government absorbs most losses from terrorist acts above a certain thresh- 
old amount on most commercial lines of business, while requiring primary 
insurers to offer this insurance. Compared to the original act, the renewal 
shifts some risk back onto the insurance industry, however, with the goal 
being to encourage the development of markets to spread this risk. 

PC insurers have responded to increased catastrophe losses from hurri- 
canes by not renewing policies in the most affected areas or by renewing 
them only at considerably higher premiums. They have also specified in 
policies that exclusions for flood damage include that resulting from wind- 
driven storm surge. 


Property-Casualty Insurance 


Underwriting Risk. Underwriting risk in many lines of PC insurance is high 
in absolute terms and relative to life insurance, because PC insurers have less 
ability to diversify risks for these reasons: 
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m Claims in some PC insurance lines, such as homeowners’ insurance in 
a given area, are highly correlated. 


m Claimsin other lines, such as product liability, are simply uncertain, being 
infrequent and idiosyncratic but very large when they occur. 


m Catastrophe claims are both correlated and uncertain. 


Although all insurers are subject to uncertainties of the legal process, 
PC insurers underwriting certain casualty lines such as product liability and 
medical malpractice are especially so. For example, they have been signifi- 
cantly hurt by: 


= Juries awarding increasingly large damages, especially in class action law- 
suits. There have been periodic rumblings in Congress to pass legislation 
limiting such damages, but no substantive movement on this front has 
occurred. 


m Unexpectedly broad court interpretations of insurance policies. 


m Unexpectedly wide targeting of insured defendants. 


For example, in the early 1980s, courts interpreted environmental and 
asbestos policies much more expansively than intended by insurers. These 
rulings led to claims on environmental and asbestos policies written decades 
earlier that almost destroyed Lloyd’s of London. Another round of asbestos 
litigation commenced in the late 1990s targeting defendants that never manu- 
factured asbestos but rather transported, stored, or otherwise had some 
relationship to the material (e.g., 3M Company manufactured inexpensive 
masks to filter out dust that did not protect from asbestos). Over time, PC 
insurers have learned to write policies more tightly, although they are some- 
times restricted in this endeavor by state regulators, and it is impossible to 
anticipate all legal outcomes. 

Of course, PC insurers also receive favorable court rulings. This occurred 
in a federal court of appeals ruling in September 2003 and a jury ruling in 
May 2004 that the terrorist attacks on the World Trade Center on Septem- 
ber 11, 2001, constituted one event, not two, and in a federal district court 
ruling in August 2006 that wind-driven storm surge from Hurricane Katrina 
fell under the flood exclusions in most homeowners’ policies. 


Underwriting Income versus Investment Income. Because underwriting PC 
insurance is risky, PC insurers typically invest in low-risk, liquid assets and 
hold considerably more capital than do life insurers. Since PC insurers’ invest- 
ment income is relatively certain, analysis of PC insurers focuses on the 
adequacy and accuracy of their liabilities for unpaid claims and claims adjust- 
ment. A particular concern is that PC insurers that underestimate this liability 
also tend to underprice insurance, which leads to future losses and poten- 
tially to insolvency. A. M. Best estimates that such underestimation and under- 
pricing was the most common cause of PC insurer impairment (defined as 
an insurance regulator taking an action that adversely affects the insurer’s 
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ability to conduct insurance operations or expressing concern about the in- 
surer’s solvency or financial condition) from 1969 to 2005, and the primary 
cause of 38% of those insolvencies. !3 

The amount of investment income that insurers expect to generate from 
underwriting a policy increases with the length of its float period, which 
depends on its duration and tail. Since most PC policies have durations of 
a year, duration does not yield much variation in the float period across these 
policies. In particular, on average insured events typically occur halfway 
through a year covered, and so if the premium is paid in full at the beginning 
of the year, the duration of the policy yields float for half a year. 

In contrast, tail varies considerably across PC policies. Tail results from 
three distinct sources: 


1. It takes some amount of time to ascertain whether an insured event 
occurred during the term of a policy. For example, environmental damage 
may take decades to become apparent. 


2. It takes some amount of time for insurers to determine or negotiate/liti- 
gate with policyholders the amount of claims for policies for which the 
responsibility for or amount of damages is hard to assess. For example, 
in medical malpractice cases, there is often dispute regarding whether 
and how a doctor covered was incompetent or negligent in treating a 
patient and whether the patient’s injury resulted from such treatment. 


3. Workers’ compensation and some other PC policies tend to pay out as 
annuities rather than as lump sums. 


These sources of tail generally are more significant for casualty than prop- 
erty insurance. 

The amount of investment income that insurers generate also increases 
with the rate of return they earn on their investments. In periods in which 
the rate of return on investment is high, as was the case in the early 1980s 
and much of the 1990s, competition tends to cause premiums to fall. In such 
cases, PC insurers are subject to the risk that their rate of return on invest- 
ment will fall so that investment income will not make up for underwriting 
losses. PC insurers that rely excessively on investment income to make up 
for underwriting losses are said to engage in cash flow underwriting. One 
could argue that the entire industry was engaging in this practice during 
the period of strong investment returns in the 1990s. Asa result of the stock 
market bust from 2000 to 2001 and also the terrorist events of September 
11, 2001, PC premiums rose considerably from 2001 to 2004, largely elim- 
inating this practice at present. 


Underwriting Cycle. PC insurance is a highly cyclical business. Underwriting 
income primarily drives the PC underwriting cycle, since PC insurers’ invest- 
ment income is not particularly cyclical, although it does track interest rates 
and other determinants of the rate of return on investments. The under- 
writing cycle is evident in the time-series of the combined ratio, which, roughly 
speaking, is the ratio of PC insurers’ underwriting expenses (i.e., for claim 
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losses, claim loss adjustment, and acquisition of policies) to net premiums 
earned. More precise definitions of the various versions of the combined 
ratio are provided in Chapter 15. Holding tail and the expected rate of return 
on investments and thus expected investment income constant, a lower 
combined ratio implies higher underwriting income, referred to as harder 
markets. When markets are sufficiently hard, competitors tend to enter the 
market, which works to lower premiums and thus to raise the combined ratio. 
Conversely, a higher combined ratio implies lower underwriting income, 
referred to as softer markets. When markets are sufficient soft, insurers exit 
the market or fail, which works to raise premiums. The presence of fewer 
insurers lowers the combined ratio, and the cycle continues. 

Historically, a complete PC underwriting cycle has tended to last about 
seven to eight years. The predictable nature of the cycle can be seen in the 
path of the combined ratio from 1967 to 2004 for the PC insurance indus- 
try in the United States depicted in Exhibit 14.1. In interpreting this exhibit, 
it is important to recognize that interest rates fell fairly consistently from 
the early 1980s to 2003, so that for PC insurers’ expected net income to be 
constant, the combined ratio had to fall correspondingly during this period. 
In addition, it would be somewhat easier to see the underwriting cycle in 
the figure if “nonrecurring” catastrophe losses and revisions of loss reserves 
for prior years were removed from the numerator of the combined ratio; 
these items yield noticeable increases in the combined ratio in 1984 and 1985 
(upward revisions of loss reserves for asbestos, environmental, and other 
long-tailed policies), 1992 (Hurricane Andrew), and 2001 (September 11). 
There were also large catastrophe losses in 1994 (Northridge earthquake) 
and 2004 (four hurricanes) that have less perceptible effects on the path of 
the combined ratio depicted in the exhibit. Taking these considerations into 
account, Exhibit 14.1 indicates an unusually long soft market during the 
1990s and a hard market from 2001 to 2004. 

The length of the underwriting cycle depends on both the state and type 
of insurance under consideration, since the regulatory climate in a state and 
the risk management or marketing expertise needed to sell specific types of 
insurance affect the ease of entry into and, more importantly, exit from a 
particular market. The length of the cycle also depends on the amount of excess 
capital collectively held by PC insurers. As discussed in the “Regulation” 
section, PC insurers generally can underwrite premiums only up to a given 
multiple of the amount of statutory capital plus surplus that they hold. Excess 
capital implies that PC insurers have the capacity to grow and tends to lead 
to price competition that prolongs soft markets. Moreover, excess capital 
prolongs the time it takes for insurers to exit the market or fail, which also 
prolongs soft markets. 

Given the predictable nature of the underwriting cycle, maintaining 
underwriting discipline throughout the cycle is both important and feasi- 
ble. PC insurers should attempt to grow in hard markets when premiums 
are high but be more restrained and possibly even accept market share loss 
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EXHIBIT 14.1 Property-Casualty Industry Combined Ratio, 1967-2004 
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in soft markets when premiums are low. These insurers also must avoid having 
a short memory about historical claim experience during periods when claim 
experience has been good. 


Life Insurance 


Underwriting Risk. In contrast to PC insurers, life insurers of sufficient size 
usually can estimate quite accurately the number of people who will die or 
become disabled or ill in a period. Of course, this assumes that pandemics, 
natural disasters, or terrorist acts causing the death or illness of large numbers 
of people do not occur. 


Importance of Investments. Since life insurers’ claim losses usually are pre- 
dictable, they invest in higher-risk assets than do PC insurers to increase their 
investment income. In this regard, life insurance is an interest-rate-spread 
business, like banking. Accordingly, analysis of life insurers focuses on the 
quality of their investments. For example, in the late 1980s and early 1990s, 
many life insurers suffered losses on investments in junk bonds and real estate, 
with some of the largest life insurers holding such assets in amounts well 
in excess of their capital and surplus. Some very large life insurers failed or 
were seized by regulators, the most notable being Executive Life and Mutual 
Benefit Life, which were seized by regulators in 1991. Executive Life held 
junk bonds in an amount over 13 times its capital plus surplus. Mutual Benefit 
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Life's problem was illiquidity, with 27% of its assets in loans to policyholders 
and with an even larger portfolio of mortgages in a declining real estate 
market. When money managers moved their cash out of Mutual Benefit Life, 
it was forced to sell off its liquid assets and was unable to liquidate its other 
assets. 

As in PC insurance, the amount of investment income that life insurers 
expect to generate from underwriting a policy increases with its float period. 
Unlike for PC insurance policies, however, the primary source of variation 
in the float period across life insurance policies is duration, which ranges 
from one year to the entire remaining life of the insured individual. Dura- 
tion affects the float period for life insurance policies for two distinct reasons: 


1. The probability that an insured event occurs in any year during the dura- 
tion of these policies is small, even though this probability can be high 
or even certain over their duration. Life insurers can reinvest the cumu- 
lative premiums received on these policies until an insured event occurs. 


2. The underwriting risks associated with these policies generally rise over 
time while periodic insurance premiums often do not, and so premiums 
paid early in the policy duration effectively subsidize insurance cover- 
age later on. 


In contrast, the first two sources of tail for PC insurance policies listed 
in the “Underwriting Income versus Investment Income” section usually do 
not apply to a significant extent to life insurance policies, because the occur- 
rence of an insured party’s death, disability, or illness generally is known 
almost immediately and claims usually are paid quickly unless fraud is sus- 
pected. The third source of tail can apply to life insurance policies, however, 
because they may be or pay out as fixed annuities. The term “tail” generally 
is not used in life insurance, however, probably because of the insignificance 
of the first two sources of tail. 

Because of the tax advantages of life insurance policies relative to other 
investment vehicles, such as bank accounts and mutual funds, the desirability 
of these policies is affected by changes in personal income tax rates. 


Recent Developments Affecting Both Types of Insurers 


Operating Costs. Cost efficiency in obtaining business is a very important 
driver of the profitability and growth of insurers. The most efficient distri- 
bution channel varies across lines of business, reflecting differences in busi- 
ness volumes, customer preferences, and other factors. 

Until recently, there were only two primary kinds of insurer, which relied 
on quite different distribution channels: (1) direct writers that sold their own 
insurance, such as State Farm and Allstate, and (2) the rest, who used inde- 
pendent agents to sell their insurance. The cost structures of the two kinds 
of insurer differ in much the same way as the cost structures of retail and 
wholesale banks. Insurance agents for direct writers are paid salaries (fixed 
costs), while independent agents are paid commissions (variable costs). This 
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difference implies that direct writers have higher operating leverage and risk, 
which is justified if direct writers have sufficiently lower costs than other 
insurers. This cost advantage is most likely to exist in high-volume personal 
lines of business, such as automobile and homeowners’ insurance. 

Recently, insurers have increasingly used the mail, telephone, Internet, 
and other financial institutions such as banks and broker-dealers as distri- 
bution channels to decrease the cost and increase the volume of the insurance 
they sell. Traditional direct writers are considerably less cost effective than 
these alternative distribution channels in some lines of business. For example, 
GEICO, a direct writer that primarily uses the telephone to sell automobile 
insurance policies, has estimated that it has a 15% cost advantage over tradi- 
tional direct writers. Banks and broker-dealers now sell about 40% of indi- 
vidual annuities (but only 10% of life insurance policies), reflecting their 
access to investment-oriented customers and the substitutability of annuities 
with the other forms of investment offered by these financial institutions. !4 
Due to the decreasing relative efficiency of direct writers in its primary lines 
of business, Allstate decided in 1999 to convert its in-house agents to inde- 
pendent contractors. 


Self-Insurance. Corporations, groups of corporations, and trade associ- 
ations have increasingly self-insured (an oxymoron if taken literally) both 
PC (especially casualty) and life insurance to reduce costs. This is most likely 
to occur in hard markets, such as 2001 to 2004, when premiums are high 
given the underwriting risk involved. Captive insurers may be created to 
perform certain insurance functions. Captive insurers often are located in 
countries such as Bermuda that provide tax advantages to insurers, as dis- 
cussed in the “Tax Accounting” section. Captive insurers often purchase 
reinsurance, thus insuring their owners but bypassing primary insurers. This 
trend works to increase competition and reduce premiums in primary insur- 
ance markets. 


Demutualizations. As with thrifts, insurers can be organized either as mutual 
or stock companies, with mutuals being policyholder-focused cooperatives 
and stock companies being shareholder-focused corporations. The first insur- 
ers were mutuals, and many insurers in the United States (including State 
Farm, the largest PC insurer, and New York Life, the ninth-largest life insurer) 
remain mutuals. Recently, however, a number of the largest life insurers de- 
mutualized, including John Hancock and MetLife in 2000 and Prudential 
in 2001, and there have been many demutualizations of PC insurers as well. 
The primary reason for demutualization usually is to provide greater access 
to capital markets, which is increasingly important in the deregulated finan- 
cial services environment created by GLBA. 

There are two types of demutualization: 


1. The primary type converts the mutual insurer into a stock corporation. 
This type normally is paired with an initial public offering. 


2. Some states allow for the simultaneous formation of a mutual holding 
company that initially owns all of the stock of the corporation. This type 
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sometimes is paired with an initial public offering, but more commonly 
it is chosen to provide the insurer with the option of offering stock in 
the future (e.g., Liberty Mutual did this in 2001). 


Under either type of demutualization, in most states insurers must iden- 
tify the closed block of policies and associated investments for which 
preexisting participating policyholders are the residual claimants and account 
for the interests of the closed block separately from the interests of the share- 
holders going forward. If investments are insufficient to pay claims to the 
closed block, then the insurer will have to contribute assets. At the time of 
its demutualization, MetLife estimated that policies would remain in its closed 
block for over 100 years. 


Financial Services Deregulation. GLBA poses risks and opportunities for 
insurers, allowing them to compete, cooperate, or combine with other types 
of financial institution through the creation of financial holding companies. 
Perhaps the most notable effect of GLBA thus far is that most types of insur- 
ance products are now more actively sold through banks and other financial 
institutions, a natural activity for institutions with access to individuals through 
retail networks and to commercial customers through long-standing rela- 
tionships. For example, banks sold insurance generating $80 billion of pre- 
miums in 2005—with the two main sources being annuities ($42 billion) and 
commercial PC insurance ($24 billion) —compared to $45 billion of premi- 
ums in 2000." Banks’ sales of annuities and individual life policies are made 
primarily by their own employees, while their sales of commercial PC and 
group life insurance have resulted primarily from their numerous acquisi- 
tions of insurance agencies. Banks appear to be less interested in underwriting 
insurance than in selling it, however. Illustrating this point, banks earned 
total fee income from insurance of $4.6 billion in 2005, of which $3.9 billion 
(85%) is from selling and $.7 billion (15%) is from underwriting insurance. 16 

In part for this reason, the most celebrated combination of a U.S. bank 
and insurer, the 1998 merger of Citibank and Travelers that created Citi- 
group, was unwound when Citigroup spun off its PC insurance businesses 
in 2002 and sold its life insurance businesses to Metlife in 2005. Citigroup 
found it difficult to sell insurance to its commercial customers and was disen- 
chanted with the lower and more variable rates of return earned by insurance 
underwriters than by banks. Although no longer underwriting insurance, Citi- 
group still actively sells annuities and other insurance products underwritten 
by others, however. 

Unitary thrift holding companies have long been able to own insurers, 
as discussed in Chapter 3, but MetLife and a few other insurers have acquired 
commercial banks since the passage of GLBA. 


REGULATION 


Under the McCarran-Ferguson Act of 1945, insurers are regulated at the state 
level. Generally, an insurance holding company has legally separate subsidiaries 
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in each state in which it operates, and the regulator in an insurer’s state of 
domicile serves as its primary regulator. Regulators in an insurer’s nondomi- 
cile states have the right to examine the holding company or its out-of-state 
subsidiaries insofar as they interact with or otherwise affect the solvency of 
the subsidiary in their state. There have been recent attempts to develop a 
federal insurance charter or, alternatively, to standardize state regulation, but 
no apparent political progress has yet been made along either of these fronts. 

An insurer must be licensed by the regulator in its state of domicile. 
Licensing is rarely denied to a healthy insurance company, and relatively small 
total capital is required to sell insurance in a state. An insurer may or may 
not be licensed in other states in which it operates, however. If an insurer 
is licensed in a state, it is referred to as “admitted” in that state; otherwise 
it is referred to as a “surplus lines” insurer. It generally is necessary for pur- 
chasers of surplus lines insurance to demonstrate that the insurance cannot 
be obtained from admitted insurers in the state on reasonable terms. Admitted 
insurers are more highly regulated regarding insurance policies and premi- 
ums than are surplus lines insurers. 

As with banking regulators, insurance regulators’ main concern is insurer 
solvency, that is, the ability of the insurer to pay off claims as they arise. 
Accordingly, both admitted and surplus lines insurers must meet capital 
requirements and are subject to dividend restrictions. These requirements 
are based on SAP. As discussed in detail in the “Statutory Accounting Prin- 
ciples” section, SAP is more conservative than generally accepted accounting 
principles (GAAP) in most respects, which reduces the insurer’s capital and 
can restrict its ability to grow. 

In most states, PC insurers cannot underwrite premiums more than three 
times statutory capital plus surplus, although the multiple may depend on 
the type of insurance written. Most PC insurers currently hold far more capi- 
tal than required, however; for example, the average ratio of net premiums 
written to statutory capital plus surplus for the PC insurance industry in the 
United States at the end of 2004 was slightly less than one.!” Both PC and 
life insurers are subject to risk-based capital requirements set by the National 
Association of Insurance Commissioners (NAIC). Due to life insurers’ lower 
risk, they hold a level of capital closer to that of banks than PC insurers; 
for example, the ratio of owners’ equity to assets before separate accounts 
for the life insurance industry in the United States at the end of 2004 was 
8.5%.!8 Dividend payments typically are capped at 10% of statutory surplus 
or at statutory net income excluding capital gains. 

The regulatory climate varies across states, with some state regulators 
squeezing insurers more in response to political pressures. Insurers some- 
times “redomesticate” (i.e., change their state of domicile) seeking a more 
favorable regulatory climate. The regulatory climate also varies across types 
of insurance policy, with PC policies covering automobiles, property highly 
subject to natural disasters, workers’ compensation, and medical malprac- 
tice being particularly subject to political pressures. All states have shared 
and involuntary residual markets for some or all of these types of policies 
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in which the insurers underwriting a particular type of insurance in the state 
are required to jointly underwrite high risk parties that find it difficult to 
obtain insurance voluntarily from insurers. It can be difficult for insurers to 
exit a state, especially if they underwrite politically sensitive lines of business. 

Unlike Federal Deposit Insurance Corporation (FDIC) insurance of banks, 
and thrifts’ deposits, there are no permanent insurance funds to pay off the 
policyholders of failed insurers. Guaranty associations in each state levy 
assessments on the healthy insurers in that state when an insurer fails. These 
assessments usually are capped at a maximum amount each year, so it can 
take a long time for policyholders to be paid back from these funds. These 
funds generally would be inadequate if one or at most a few large failures 
occurred at the same time in any state. Moreover, they often do not apply 
to certain types of insurance. Assessments can be a significant, persistent drag 
on an insurer’s profitability. 


PRIMARY INSURANCE ACCOUNTING STANDARDS 


Like the accounting for credit losses discussed in Chapter 5, the overarching 
standard governing the accounting for insurance is SFAS No. 5, Account- 
ing for Contingencies (1975). This standard requires that, for a liability 
to be recognized for a loss contingency, the loss must be probable and the 
amount of the loss must be capable of reasonable estimation based on current 
information. These requirements imply that a liability for unpaid claims will 
be recognized at the inception of homogeneous policies accounted for at a 
portfolio level, since losses at that level are assured and reasonably estimable 
at inception, but will not be recognized at the inception of heterogeneous 
policies with low probabilities of paying claims. An interpretation of SFAS 
No. 5 (1975), FASB Interpretation (FIN) No. 14, Reasonable Estimation of 
the Amount of a Loss (1976), states that if there is a range of possible losses 
and no point in the range is more likely than any other, then the liability 
should reflect the low end of the range. This requirement implies that the 
liability for unpaid claims tends to be revised upward over time as the range 
of possible losses contracts, more so for riskier insurance policies. 

Unlike the accounting for credit losses, however, the accounting for 
insurance is subject to highly detailed rules in SFAS Nos. 60 (1982) and 97 
(1987), whose primary features are described next. 


SFAS No. 60: Property-Casualty and 
Traditional Life Insurance Policies 


Terminology. Insurance accounting employs a considerable amount of 
specialized terminology. This section summarizes the terms used in SFAS No. 
60 (1982). These terms reflect the fact that the effects of insurance under- 
writing are reported gross of qualifying reinsurance on the balance sheet 
and net of that reinsurance on the income statement under SFAS No. 113, 


406 INSURERS AND INSURANCE ACCOUNTING 


Accounting and Reporting for Reinsurance of Short-Duration and Long- 
Duration Contracts (1992), which is discussed in detail in Chapter 16. 

These terms pertain to premiums received from policyholders and paid 
to reinsurers, the initial deferral of those premiums on the balance sheet, 
and the subsequent recognition of premium revenue: 


m Gross premiums written are premiums received from policyholders during 
the period. 


m Net premiums written are gross premiums written minus the cash premi- 
ums paid for reinsurance during the period. 


m Unearned premiums are the deferred revenue liability for gross premiums 
written for future insurance coverage. 


m Prepaid reinsurance is the deferred contra revenue asset for the premiums 
paid for future reinsurance coverage. 


m Net premiums earned are the revenue for insurance coverage provided 
and not reinsured during the current period. Net premiums earned equal 
net premiums written minus the change in unearned premiums plus the 
change in prepaid reinsurance premiums. 


These terms pertain to the accrual of liabilities and recognition of expense 
for claims on insurance coverage provided or reinsured, with some differ- 
ences in terminology for PC insurers and life insurers indicated: 


m = Incurred but not reported (IBNR) events are insured events that are 
believed to have occurred but have not yet been reported to the insurer. 


m Loss reserves (PC insurance) or the liability for future policy benefits (life 
insurance) are the estimated liability for unpaid claims on insurance cov- 
erage provided, including estimates for IBNR events. This liability is net 
of the realizable amounts from salvage (the value of damaged property) 
and subrogation (claims against third parties, including other insurers), 
but gross of claims against reinsurers. 


m Loss adjustment reserves are the estimated liability for unpaid costs of 
settling claims on insurance coverage provided (e.g., claim adjustment, 
appraisals, and legal fees), including estimates for IBNR events. This 
liability is net of the realizable amount of subrogation but gross of the 
claims against reinsurers. 


m Reinsurance recoverables are the asset for the cash expected to be received 
in the future from reinsurers on reinsurance coverage purchased. This 
asset usually is subdivided into recoverables for claims not yet paid by 
the insurer, for which a liability for unpaid claims remains on the insurer’s 
books, and recoverables for claims already paid by the insurer, for which 
no such liability remains. 


m Loss expense (PC insurance) or benefits expense (life insurance) is the 
recognized expense for claims costs, including estimates for IBNR events. 
This expense includes the initial estimate for current-period insurance 
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coverage and revisions of estimates for prior periods’ insurance coverage. 
It is net of the amount expected to be recouped from reinsurance. 


m Claim adjustment expense (often called loss adjustment expense in PC 
insurance) is the recognized expense for the costs of settling claims. This 
expense includes the initial estimate for current-period insurance cover- 
age and revisions of prior estimates for prior periods’ insurance coverage. 
It is net of the amount expected to be recouped from reinsurance. 


These terms pertain to the costs of acquiring insurance policies: 


m Policy acquisition costs are the costs incurred primarily to acquire or 
renew policies, such as agent commissions, medical evaluations, and 
administration. These costs must vary with the acquisition of policies. 


m Deferred policy acquisition costs (DPAC) are the asset for the unamor- 
tized amount of policy acquisition costs. 


Short- and Long-Duration Policies. SFAS No. 60 (1982) mandates differ- 
ent accounting for short- and long-duration insurance policies. Short-duration 
policies provide coverage on fixed terms for a period of short duration. The 
standard does not indicate the length of the period that separates short and 
long duration, but a one-year term is short duration. Short-duration poli- 
cies may be renewable, but if so the insurer generally must be able to revise 
the policy terms at each renewal. Short-duration policies include essentially 
all PC, accident, and health insurance, and one-year term life insurance that 
is not guaranteed renewable on fixed terms. 

Long-duration policies provide coverage on fixed terms for a long or 
indefinite period. Term life insurance with a sufficiently long term or that is 
guaranteed renewable on terms that do not vary with the health of the poli- 
cyholder and whole life insurance and its variants are long-duration policies. 


Accounting for Short-Duration Policies. For short-duration policies, SFAS 
No. 60 (1982) requires that insurers initially record premiums written in 
the unearned premiums liability and then gradually amortize this liability 
into premiums earned as insured events occur over the coverage period. If 
underwriting risk is evenly distributed over the period, then premiums earned 
should be recorded evenly over the period. Under SFAS No. 113 (1992), 
premiums paid for qualifying reinsurance are treated in mirror-image fashion 
to premiums received. Reinsurance premiums paid initially are capitalized 
in the prepaid reinsurance asset and then gradually reduce premiums earned 
over the period of reinsurance coverage. Exhibits 14.2 and 14.3 depict the 
accounts for unearned premiums and prepaid reinsurance, respectively, for 
short-duration policies. 

SFAS No. 60 (1982) requires that liabilities for unpaid claims and claim 
adjustment be accrued and claim and claim adjustment expenses be recog- 
nized for short-duration policies as insured events occur over the policy term. 
Although these expenses fluctuate with actual claims, on average they are 
recognized in proportion to net premiums earned, and so on average insurers 
recognize income evenly over the policy term. 
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EXHIBIT 14.2 Unearned Premiums T Account 


Unearned Premiums (Liability) 


beginning balance 


— amortization (increase in net | + gross premiums written 
premiums earned) 


| = ending balance 


SFAS No. 60 (1982) does not require (or prohibit) discounting of the 
liabilities for unpaid claims and claim adjustment for short-duration policies. 
In practice, PC insurers generally do not discount their loss and loss adjust- 
ment reserves, regardless of the tail of the policy, except for settled workers’ 
compensation and some other claims that pay out as annuities. This lack of 
discounting yields three related economically nondescriptive effects on PC 
insurers’ financial statements: 


1. Loss and loss adjustment reserves on the balance sheet and loss and loss 
adjustment expense in the period of coverage on the income statement 
are overstated. 


2. Economic interest expense that would have been recorded had loss and 
loss adjustment reserves been discounted is misclassified as loss and loss 
adjustment expense on the income statement. 


3. Underwriting and investment income are poorly matched in time, because 
loss and loss adjustment expense is recorded primarily in the period of 
coverage, while investment income is earned over the tail of the policies. 
This implies that the net income on a policy is mismeasured in each 
period over its tail. 


Each of these effects is greater the longer the tail of the policy involved. 
To illustrate these effects, assume a PC insurance policy is expected to 
pay a claim of $1 in four years (i.e., its tail), that the insurer expects to earn 
a 10% rate of return on investments each year, and that it sets the premium 
to yield zero cumulative net income over the tail (i.e., at the present value 


EXHIBIT 14.3 Prepaid Reinsurance Premiums T Account 


Prepaid Reinsurance Premiums (Asset) 


beginning balance 


+ premiums paid for | — amortization (reduction of 
reinsurance net premiums earned) 


= ending balance 
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of the claim payment of $1/1.14 = .$68). Assume also that the insurer records 
loss reserves for this policy at the undiscounted $1 value of the claim pay- 
ment, as is usually the case. This policy yields an underwriting loss of $.32 
(premiums earned of $.68 minus loss expense of $1) in the first year that 
is perfectly offset by investment income of the same amount (the interest 
from investing the $.68 premium) spread over the four-year tail of the policy. 
Hence, the insurer reports a large underwriting loss and negative net income 
in the first year, but positive investment income and net income in the follow- 
ing three years. Economically, however, the insurer has zero underwriting 
loss in the first year, because the policy is actuarially fair, and zero investment 
income net of interest expense in all four years, because the interest revenue 
from reinvesting the premium is exactly offset by the economic interest 
expense on the discounted loss reserves. 

Property-casualty insurers underwrite policies each period, of course, 
and the mismeasurement of net income for an insurer just identified will 
reflect the sum of the effects across the insurer’s policies. The total amount 
of net income ina period will on average be correct for an insurer that under- 
writes the same types and amounts of insurance coverage each period, 
because the overstatement of loss and loss adjustment expenses on the current 
period’s coverage will on average be offset by the nonrecognition of economic 
interest expense on the undiscounted loss and loss adjustment reserves for 
prior periods’ coverage. However, for a growing (declining) PC insurer, the 
overstatement of loss and loss adjustment expense will be greater (less) than 
the nonrecognition of economic interest expense, and so net income will 
be too low (high) on average. 


Accounting for Long-Duration Policies. The accounting for long-duration 
life insurance policies reflects the fact that premium payments are fixed even 
though insurance benefits typically increase over time, so these policies 
include an investment element, as depicted in Exhibit 14.4. For these poli- 
cies, SFAS No. 60 (1982) requires that premiums be recorded as revenue 
when due from policyholders, usually the effective date of the policy. Thus, 
there is no unearned premiums liability unless the policyholder pays premi- 
ums before they are due. Similar to reinsurance of short-duration policies, 
premiums paid for qualifying reinsurance generally are treated in mirror- 
image fashion to premiums received, although the specific treatment required 
under SFAS No. 113 (1992) depends on whether the reinsurance is short- 
or long-duration, as discussed in Chapter 16. 

A liability for future policy benefits is accrued and benefits expense is 
recognized as premiums earned are recognized. This liability and expense 
equal the amounts that would be accrued for a short-duration policy with 
the same premiums and payoffs in the current period plus incremental 
amounts that capture the investment element of long-duration policies. The 
incremental liability accrued equals the present value of benefits to be paid 
for insured events that have not yet occurred less the present value of future 
net premiums to be received over the current and expected renewal periods 
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EXHIBIT 14.4 Pattern of Premiums and Insurance Benefits for 
Long-Duration Policies 


insurance benefits 


policyholder investing 


policyholder divesting 


premiums 


time 


of the policy. Net premiums are defined as gross premiums less a normal profit 
margin, so this additional liability and expense are not reduced by the insurer’s 
expectation of a future profit. The calculation of the incremental liability 
is rather complicated actuarially, requiring estimates of mortality, morbid- 
ity, renewal probabilities, investment yields, and expenses, taking into account 
the risk of adverse deviations in these estimates (a manifestation of conser- 
vatism). These estimates are made at the inception of a policy and used to 
account for it throughout its life, unless a premium deficiency (discussed later) 
is determined to exist. 

Despite the fact that the liability for future policy benefits for long-dura- 
tion policies is discounted under SFAS No. 60 (1982), the economic interest 
on that liability over time is incorrectly classified as benefits expense. Specif- 
ically, economic interest is treated as a deficiency in the liability for future 
policy benefits, as discussed later. 

Although SFAS No. 60 (1982) does not include any requirements regard- 
ing cash flow statement classification, in practice all the cash flows on PC 
and traditional life insurance policies are classified as operating. This reflects 
the mistaken view that traditional insurance policies are operating, not finan- 
cial, in nature. 


Example. This example illustrates the distinct nature of and accounting for 
short- and long-duration policies under SFAS No. 60 (1982), using econom- 
ically similar life insurance policies. Assume an individual has a 1% chance 
of dying this year and a 2% chance of dying next year conditional on living 
this year, so the individual’s unconditional probability of dying next year 
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is 2% X (1 — 1%) = 1.98%. The individual either engages in a succession 
of two one-year term life policies with rising premiums or one two-year term 
life policy with level premiums. For the purposes of this example, assume 
the two one-year term policies are accounted for as short-duration policies 
and the two-year term policy is accounted for as a long-duration policy. (In 
fact, one-year policies that are guaranteed renewable are long duration under 
SFAS No. 60 [1982], and a two-year policy that is not guaranteed renew- 
able probably would not be deemed long duration in practice.) The premiums 
are paid at the beginning of each year, and any benefits are paid at the end 
of each year. The benefit payment in the event of death is 100. The insurer 
can earn investment income at a rate of 10% per year on its float, and 10% 
is also the rate at which the liability for future policy benefits for long- 
duration policies is discounted. The premiums are determined in an actu- 
arially fair manner, assuming that the policies provide no profit to the insurer, 
taking into account both underwriting income and investment income on 
the float. For the one-year term life policies, the premium is .909 = .01 x 
100/1.1 in year 1 and the expected premium is 1.800 = .0198 x 100/1.1 
in year 2, taking into account the probability of death in year 1. The premium 
is higher in year 2 because the conditional probability of death is twice as 
high in that year. For the two-year term life policy, the premium each year 
that the individual is alive is 1.34 = 100 x (.01 + .0198/1.1)/(1.1 + .99), 
which yields an expected premium of 1.326 = 1.34 x .99 in year 2, taking 
into account the probability of death in year 1. The premium in year 1 subsi- 
dizes the insurance in year 2, providing an investment value to the policy. 
There are no acquisition costs or adjustment costs. 

For simplicity, the accounting for the expected outcomes from these poli- 
cies taking into account the probabilities of the individual dying each year 
is described next. If the insurer held large enough portfolios of these poli- 
cies, these expectations would be realized. Exhibit 14.5 provides the expected 
income statements for the insurer in both years for both types of policy, tak- 
ing into account the probabilities of dying each year. For the one-year term 
life policies, the expected net premiums earned during each year equal the 
expected premium received at the beginning of that year, .909 in year 1 and 
1.800 in year 2. Expected benefits expense each year is the expected undis- 
counted benefit payment that year, 1 in year 1 and 1.980 in year 2. Expected 
underwriting income is negative both years, —.091 = .909 — 1 in year 1 
and —.180 = 1.800 — 1.980 in year 2, because the expected benefits expense 
is overstated due to the lack of discounting. Economically, a portion of bene- 
fits expense should be classified as interest expense. By construction, this 
negative expected underwriting income is exactly made up by expected 
investment income on the float. 

For the two-year term life policy, the expected net premiums earned in 
a year equal the expected premiums received at the beginning of the year, 
1.340 in year 1 and 1.326 in year 2. The expected benefits expense in year 
1 is 1.474, which equals the benefits expense in year 1 for the one-year term 
life policy plus an additional amount of .474 = (1.980/1.1) — 1.326, which 
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EXHIBIT 14.5 Example of the Expected Income Statements for 
Short- and Long-Duration Policies under SFAS No. 60 


Year 1 Year 2 
Two short-duration one-year term life policies with 
rising premiums: 
Net premiums earned 909 1.800 
— Benefits expense (1.000) (1.980) 
= Underwriting income (.091) (.180) 
+ Investment income 091 .180 
= Net income 0 0 
One long-duration two-year term life policy with 
level premiums: 
Net premiums earned 1.340 1.326 
— Benefits expense (1.474) (1.506) 
= Underwriting income (.134) (.180) 
+ Investment income .134 .180 
= Net income 0 0 


is the discounted value of the expected benefits payment in year 2 less the 
expected premium at the beginning of year 2. The benefits expense in year 
2 is 1.506, which equals the benefits expense of 1.980 in year 2 for the one- 
year term life policy less the .474 additional accrual of expense in year 1. 
These calculations illustrate the subsidization of insurance coverage in the 
second year by premiums in the first year. There is again negative expected 
underwriting income in both years, —.134 = 1.340 — 1.474 in year 1 and 
.180 = 1.326 — 1.506 in year 2, because economic interest expense on the 
liability for future policy benefits is classified as benefits expense. By construc- 
tion, this negative underwriting income is again exactly made up by invest- 
ment income on the float. 
To illustrate the bookkeeping involved, here are the expected journal 
entries for the policies in the example (ignoring the straightforward account- 
ing for the investment of float and thus investment income): 


For the two short-duration one-year term life policies with rising premiums: 


beginning year 1: 
cash (+ asset) .909 
unearned premiums (+ liability) .909 


during year 1: 


unearned premiums (— liability) 909 
net premiums earned (+ income) 909 
benefits expense (— income) 1.000 


liability for future policy benefits (+ liability) 1.000 
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end year 1: 
liability for future policy benefits (— liability) 


cash (— asset) 


beginning year 2: 
cash (+ asset) 


unearned premiums (+ liability) 


during year 2: 
unearned premiums (— liability) 


net premiums earned (+ income) 
benefits expense (— income) 
liability for future policy benefits (+ liability) 
end year 2: 
liability for future policy benefits (— liability) 


cash (— asset) 


For the long-duration two-year term life policy with level premiums: 


1.800 


1.800 


1.980 


1.980 


beginning year 1: 
cash (+ asset) 


net premiums earned (+ income) 


benefits expense (— income) 


liability for future policy benefits (+ liability) 


end year 1: 
liability for future policy benefits (— liability) 


cash (— asset) 


beginning year 2: 
cash (+ asset) 
net premiums earned (+ income) 
benefits expense (— income) 


liability for future policy benefits (+ liability) 
end year 2: 
liability for future policy benefits (— liability) 


cash (— asset) 


1.340 


1.474 


1.000 


1.326 


1.506 


1.980 


1.800 


1.800 


1.980 


1.980 


1.340 


1.474 


1.000 


1.326 


1.506 


1.980 


Reserve Redundancies and Deficiencies. Because claims and claim adjust- 
ment costs are uncertain, the liabilities for unpaid claims and claim adjustment 
initially recorded by an insurer usually turn out to be either too high (redun- 
dant) or too low (deficient) given its actual or revised expected costs. These 
ex post misestimations are more likely to occur and be significant for PC insur- 
ers’ loss and loss adjustment reserves than for life insurers’ liability for future 
policy benefits, and so they are generally referred to as reserve redundancies 
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and deficiencies, terms that are rarely if ever used in life insurance. PC insur- 
ers’ individually riskier, more correlated, and longer-tailed policies are more 
likely to yield reserve redundancies and deficiencies. 

PC insurers must eliminate reserve redundancies (deficiencies) by decreas- 
ing (increasing) loss and loss adjustment reserves and loss and loss adjustment 
expense. Recognition of prior reserve redundancies is called reserve releases, 
while recognition of prior reserve deficiencies is called reserve strengthen- 
ing. The total loss and loss adjustment expense in a period is the loss and 
loss adjustment expense for the current year’s insurance coverage plus reserve 
deficiencies and minus reserve redundancies for prior years’ coverage. 

Although the terms “redundancies” and “deficiencies” generally are not 
used in life insurance, the economic interest expense on life insurers’ discounted 
liability for future policy benefits for long-duration policies is effectively 
recognized thorough deficiencies in that liability. 

Exhibit 14.6 presents the structure of the T account for loss and loss 
adjustment reserves for PC insurers and the liability for future policy bene- 
fits for life insurers under SFAS No. 60 (1982). For PC insurers, Securities 
and Exchange Commission (SEC) Securities Act Industry Guide 6 requires 
that the increases and decreases to the loss and loss adjustment reserve T 
account for each of the past three years be disclosed in the footnotes in Form 
10-K filings. These and other disclosures regarding PC insurers’ loss and loss 
adjustment reserves are discussed in detail in Chapter 15. 


Policy Acquisition Costs. Policy acquisition costs are initially capitalized in 
the DPAC asset. This asset is then amortized over the expected life of the 
policy in proportion to the present value of expected net premiums. 
DPAC invariably is much smaller relative to annual policy acquisition 
costs for PC insurers underwriting short-duration policies than for life insurers 
underwriting long-duration policies. For short-duration PC policies, DPAC 
typically is amortized on a straight-line basis over the policies’ one-year term, 


EXHIBIT 14.6 Insurance Liability T Account under SFAS No. 60 


Loss and Loss Adjustment Reserves (PC Insurance) or 
Liability for Future Policy Benefits (Life Insurance) 


beginning balance 


— claim payments (for current | + loss or benefits expense for 
and prior years’ coverage) current years’ coverage 
— reserve redundancy for prior | + reserve deficiency for prior 
years’ coverage years’ coverage 


= ending balance 


Primary Insurance Accounting Standards 415 


so DPAC amortization tends to be about twice DPAC. For long-duration life- 
insurance policies, DPAC can be amortized over decades, so DPAC amortiza- 
tion is a small fraction of DPAC. For example, for The Hartford in 2005, 
DPAC is $8.6 billion for life insurance and $1.1 billion for PC insurance, 
while DPAC amortization is $1.2 billion (14% of DPAC) for life insurance 
and $2.0 billion (176% of DPAC) for PC insurance. 


Premium Deficiencies. A premium deficiency is distinct from a reserve defi- 
ciency. A premium deficiency exists when the insurer expects a net loss on 
the insurance policy going forward (i.e., the policy is impaired). The defi- 
nition of a premium deficiency varies somewhat for short- and long-duration 
policies. For a short-duration policy, a premium deficiency exists if all the 
expected future costs associated with the policy (the expected loss and loss 
adjustment costs plus future amortization of DPAC plus expected policy- 
holder dividends) exceed the balance of unearned premiums (the future 
revenue on the policy). For a long-duration policy, a premium deficiency 
exists if the present value of the expected future costs (other than policy 
acquisition costs) plus the balance of DPAC exceeds the present value of 
expected future gross premiums plus the balance of the liability for future 
policy benefits. Premium deficiencies may result from claims being larger 
or coming sooner than expected, from policies being terminated earlier than 
expected, and, for long-duration policies, from policy renewals or investment 
returns being lower then expected. 

When premium deficiencies occur, insurers may under SFAS No. 60 
(1982) and in practice usually do, unlock the estimates underlying the account- 
ing for long-duration policies. Premium deficiencies must be eliminated by 
first reducing the DPAC asset by the amount of the deficiency; if the DPAC 
asset is not big enough, then an additional liability must be created. Summa- 
rizing this discussion, the structure of the T account for the DPAC asset under 
SFAS No. 60 (1982) is depicted in Exhibit 14.7. 

Premium deficiencies and DPAC write-downs are more likely to occur 
for long-duration policies, all else being equal. The most common DPAC 


EXHIBIT 14.7 Deferred Policy Acquisition Costs T Account 


DPAC (Asset) 


beginning balance 


+ policy acquisition costs — amortization expense 
incurred this period 


— reduction due to premium 
deficiency 


= ending balance 
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write-downs recently have been for variable annuities and other primarily 
investment-oriented life insurance policies due to either poor investment 
performance in the 2000 to 2002 period (e.g., Nationwide Financial recorded 
a $347 million DPAC write-down in the third quarter of 2002) or the recog- 
nition of costs for minimum guarantees and other contract features in 2004 
discussed in the “Accounting Standards Governing Embedded Derivatives 
and Other Life Insurance Policy Features” section. 


Disclosures. SFAS No. 60 (1982) requires various disclosures. Most impor- 
tant, insurers must describe the approach and assumptions underlying most 
of their accrual estimates. For example, they must disclose if and when they 
discount the liability for unpaid claims for short-duration policies and the 
range of discount rates they use to discount the liability for unpaid claims for 
short-duration policies. 


SFAS No. 97: Primarily Investment-Oriented 
Life Insurance Policies 


Accounting. In the 1980s, primarily investment-oriented insurance poli- 
cies such as universal life policies and annuities became very popular. SFAS 
No. 60 (1982) did not yield descriptive accounting for these policies for 
reasons discussed in the prior section, and so SFAS No. 97 (1987) was devel- 
oped to address these limitations. The standard requires that pure investment 
contracts that do not impose insurance risk on the insurer be accounted for 
like bank deposits, in which the policyholder is the depositor, the insurer 
is the bank, and premiums are the deposits. It requires that universal life—type 
policies that are primarily investment-oriented but that place some insur- 
ance risk on the insurer be accounted for using the “retrospective” deposit 
method (a poorly chosen term as there is nothing retrospective about the 
method). This method accounts for universal life—type policies in the same 
way as investment contracts but adjusts for the insurance aspects of the poli- 
cies using the same accounting as required for short-duration policies under 
SFAS No. 60 (1982). 

Under both the deposit and retrospective deposit methods, premiums 
add to a financial liability, referred to as policyholder account balances, rather 
than unearned premiums or premiums earned under SFAS No. 60 (1982). 
Policyholder account balances are increased by interest expense over time. 
Policyholder account balances are reduced by the portion of cash payments 
to the policyholder that constitute withdrawals from the investment balance, 
as opposed to insurance claim payments. 

To capture the insurance aspects of universal life—type policies, under 
the retrospective deposit method, policyholder account balances are reduced 
by any assessments for insurance coverage and account administration. These 
assessments are treated as premiums for short-duration insurance under SFAS 
No. 60 (1982). Similarly, a liability for future policy benefits is accrued and 
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benefits expense is recognized in the same way as these items for short-dura- 
tion policies under SFAS No. 60 (1982). The portion of cash payments to 
policyholders that reflect the insurance aspects of universal life—-type poli- 
cies reduces the liability for future policy benefits, not policyholder account 
balances. Summarizing this discussion, the policyholder account balances T 
account for universal life—type policies and investment contracts are depicted 
in Exhibits 14.8 and 14.9, respectively. 

SFAS No. 97 (1987) requires that interest accrues on DPAC (the T account 
in Exhibit 14.7 must be generalized accordingly), so it is treated like a finan- 
cial asset rather than a deferred expense. Although this may seem odd, it 
effectively works to back-load amortization expense in a fashion similar to 
the accrual of interest expense on policyholder account balances. In addition, 
DPAC is amortized in proportion to the net present value of gross profit (a 
complicated variable that reflects all sources of benefit and cost for the 
insurer) rather than net premiums as under SFAS No. 60 (1982). If gross profit 
is a constant percentage of net premiums, then the use of gross profits rather 
than net premiums does not affect the amortization schedule of DPAC. 

SFAS No. 97 (1987) does not include any requirements regarding cash 
flow statement classification, but in practice the cash flows that affect policy- 
holder account balances are classified as financing. 

SFAS No. 97 (1987) also changed the classification of realized gains and 
losses on the income statement. Realized gains and losses must reported pretax 
as part of other income, not as part of investment income or after tax. 


Example. Consider this universal life—type policy that embeds the two-year 
term life policy with level premiums from the example in the “SFAS No. 
60: Property-Casualty and Traditional Life Insurance Policies” section but 
also includes premium payments that represent pure investments. If the poli- 
cyholder dies during the policy term, then an amount equal to the insurance 
benefit of 100 plus these additional premiums with accrued interest is paid 
to the policyholder. If the policyholder does not die during the policy term, 


EXHIBIT 14.8 Policyholder Account Balances T Account for a Universal Life 
Policy under SFAS No. 97 


Policyholder Account Balances (Liability) 


beginning balance 
— insurance revenue + cash premiums received 


— cash payments (that reduce + interest expense 
policyholder account balances) 


= ending balance 
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EXHIBIT 14.9 Policyholder Account Balances T Account for Investment 
Contracts under SFAS No. 97 


Policyholder Account Balances (Liability) 


beginning balance 
— cash payments | + cash premiums received 


+ interest expense 


= ending balance 


then only the additional premiums with accrued interest are paid at the end 
of the policy term. Additional premiums of 10 are paid at the beginning of 
each year that the policyholder lives, so that the premium payment at the 
beginning of year 1 is 11.34 = 10 + 1.34, and the expected premium payment 
at the beginning of year 2 is 11.226 = .99 x 10 + 1.326. The policyholder 
account balances earn interest at a 10% rate, the same rate earned on float 
by the insurer, so that the policies remain zero profit to the insurer. As is 
usually the case for the liability for unpaid claims for short-duration poli- 
cies, no interest expense is accrued on the amount removed from policyholder 
account balances for the insurance assessment during the year. The value 
of the additional payments with accrued interest is 11 = 10 X 1.1 at the 
end of year 1, of which .11 = .01 X 11 is expected to be paid out that year, 
and is expected to be 22.869 = .99 x (10 x 1.1 + 10 x 1.17) at the end 
of year 2. Interest expense is 1.043 = (11.34 — .909) x .1 in year 1. The 
balance in the policyholder account balances at the end of year 1 is 11.364 
= 11.34 + 1.043 — .909 — .11. Interest expense is expected to be 2.079 
= (11.364 + 11.226 — 1.80) X .1 in year 2. At the end of year 2, the balance 
of policyholder account balances is paid to the policyholder, leaving a balance 
of zero in that account. The expected income statements for this policy are 
provided in Exhibit 14.10 and discussed in the next section. 

These calculations are summarized in the expected journal entries for 
this universal life-type policy (ignoring the straightforward accounting for 
the reinvestment of float and thus investment income): 


beginning year 1: 


cash (+ asset) 11.34 
policyholder account balances (+ liability) 11.34 
policyholder account balances (— liability) 909 
unearned premiums (+ liability) .909 


during year 1: 
unearned premiums (— liability) 909 


net premiums earned (+ income) 909 
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EXHIBIT 14.10 Example of the Difference between Expected Income 
Statements for a Universal Life-Type Policy under SFAS 
No. 97 and, for Comparison, SFAS No. 60 


Year 1 Year 2 
Two-year universal life-type policy 
with level premiums: 
SFAS No. 97 (required method): 
Net premiums earned 909 1.800 
— Benefits expense (1) (1.980) 
= Underwriting income (.091) (.180) 
+ Interest revenue 1.134 2.259 
— Interest expense (1.043) (2.079) 
= Interest income 091 .180 
= Net income 0 0 
SFAS No. 60 (for comparison): 
Net premiums earned 11.34 11.226 
— Benefits expense (12.474) (13.485) 
= Underwriting income (1.134) (2.259) 
+ Investment income 1.134 2.259 
= Net income 0 0 
benefits expense (— income) 1 
liability for future policy benefits (+ liability) 1 
interest expense (— income) 1.043 
policyholder account balances (+ liability) 1.043 
end year 1: 
liability for future policy benefits (— liability) 1 
policyholder account balances (— liability) .11 
cash (— asset) 114 
beginning year 2: 
cash (+ asset) 11.226 
policyholder account balances (+ liability) 11.226 
policyholder account balances (— liability) 1.800 
unearned premiums (+ liability) 1.800 
during year 2: 
unearned premiums (— liability) 1.800 
net premiums earned (+ income) 1.800 
benefits expense (— income) 1.980 


liability for future policy benefits (+ liability) 1.980 
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interest expense (— income) 2.079 
policyholder account balances (+ liability) 2.079 
end year 2: 
liability for future policy benefits (— liability) 1.980 
policyholder account balances (— liability) 22.869 
cash (— asset) 24.849 


Comparison of SFAS Nos. 60 and 97 


SFAS Nos. 60 (1982) and 97 (1987) are fundamentally inconsistent stan- 
dards in this respect. The spectrum from pure insurance policies to pure 
investment products runs: PC insurance and one-year term life that is not 
guaranteed renewable (close to pure insurance), guaranteed renewable or 
multiyear term life (mostly insurance, some investment), whole life and its 
variants (partly insurance, partly investment), universal life (mostly invest- 
ment, some insurance), and investment contracts (close to or pure invest- 
ment). However, the relative magnitude of loss or benefits expense does not 
monotonically decline as we move along this spectrum. In particular, bene- 
fits expense is smaller for both nonguaranteed renewable one-year term and 
universal life than for whole life and its variants. The inconsistency results 
from the fact that benefits expense calculated under SFAS No. 60 (1982) 
for whole life and its variants includes economic interest expense, whereas 
SFAS No. 97 (1987) properly classifies interest expense on universal life poli- 
cies and annuities. Relatedly, in practice cash flows on whole life policies 
are classified as operating, while most cash flows on universal life—type poli- 
cies and investment contracts are classified as financing. SFAS No. 97 (1987) 
is clearly a more descriptive standard for investment-oriented policies, includ- 
ing whole life and its variants, than is SFAS No. 60 (1982). 

This inconsistency is illustrated by accounting for the example of a uni- 
versal life policy in the “SFAS No. 97: Primarily Investment-Oriented Life 
Insurance Policies” section using the accounting required under SFAS No. 
60 (1982). Exhibit 14.10 provides the expected income statements for this 
policy under the two accounting treatments. Although expected income is 
zero by construction under both treatments, the classification of this income 
is very different. 


Accounting by Mutual Life Insurers 


As originally written, SFAS Nos. 60 (1982) and 97 (1987) excluded mutual 
life insurers from their scope. SFAS No. 120, Accounting and Reporting by 
Mutual Life Insurance Enterprises for Certain Long-Duration Participating 
Contracts (1995), mandates that mutual life insurers follow these standards 
listed earlier as well as all the rest of GAAP, unless stringent conditions regard- 
ing dividend payout are met. These conditions basically require the policyholders 
to be the true residual claimants. Prior to SFAS No. 120 (1995), most mutual 
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life insurers used SAP in their financial reports, and they often referred to 
SAP as GAAP. 


ACCOUNTING STANDARDS GOVERNING 
EMBEDDED DERIVATIVES AND OTHER 
LIFE INSURANCE POLICY FEATURES 


Minimum Benefits 


Variable annuities and other primarily investment-oriented insurance poli- 
cies may include minimum death or living (withdrawal, income, or accumu- 
lation) benefits and other contract features such as no-lapse guarantees that 
are accounted for under American Institute of Certified Public Accountants 
Statement of Position (SOP) No. 03-1, Accounting and Reporting by Insur- 
ance Enterprises for Certain Nontraditional Long-Duration Contracts and 
for Separate Accounts. This standard requires an assessment of the extent 
of the mortality and morbidity risks resulting from these features at the incep- 
tion of policies. If these risks are nominal, then these policies should be 
accounted for as investment contracts under SFAS No. 97 (1987). Other- 
wise, the policies should be accounted for as universal life-type contracts 
under SFAS No. 97 (1987), with a liability for future policy benefits accrued 
and benefits expense recognized for these risks. SOP No. 03-1 also requires 
disclosures about the nature and extent of minimum guarantees, including 
the reported liabilities. 

Insurers were required to adopt SOP No. 03-1 at the beginning of the 
2004 fiscal year. The effect of adopting the standard depended on the types 
of contract features offered by the insurer and how the insurer had accounted 
for those features prior to SOP No. 03-1. For example, The Hartford dis- 
closed in its 2003 Form 10-K filing that it accrued an additional gross liability 
of $199 million for its $92 billion of variable annuities with guaranteed 
minimum death benefits and other contract features. The Hartford disclosed 
it had not previously accrued any liability for these contract features. Nation- 
wide Financial provided a more detailed disclosure of the additional liabilities 
it recorded for the contract features in its policies in its 2003 Form 10-K filing: 
$12.3 million for ratchet interest crediting, $2.4 million for secondary guar- 
antees, $1.8 million for guaranteed minimum death benefits, and $1.0 million 
for guaranteed minimum income benefits. 


Embedded Derivatives 


Variable annuities and other insurance policies often include embedded options 
or other derivatives that may need to be unembedded from the host insur- 
ance contract and accounted for separately under SFAS No. 133, Account- 
ing for Derivative Instruments and Hedging Activities (1998). As discussed 
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in Chapter 11, embedded derivatives must be unembedded under this stan- 
dard if all of these three criteria are met: 


1. The host contract is not fair valued on the balance sheet and income 
statement under GAAP. 


2. The embedded derivative is not “clearly and closely related” to the host 
contract. 


3. The embedded derivative meets SFAS No. 133’s (1998) criteria to be a 
derivative. 


A number of Derivatives Implementation Group (DIG) issues consider 
examples of derivatives embedded in investment-oriented life insurance 
contracts and provide guidance regarding whether they should be unembed- 
ded. The embedded derivatives considered and conclusions are: 


m DIG B8 (2000) states that contract features that cause policyholders and 
insurers to share investment risks in nontraditional annuities should be 
unembedded if they are not clearly and closely related to the host tradi- 
tional annuities. 


= DIGs B10 (2006), B29 (2006), and B30 (2006) state that annuities with 
equity-linked investment returns contain embedded derivatives that 
generally should be unembedded because they are not clearly and closely 
related to the host annuity. 


m DIG B9 (2000) states that market value adjusted prepayment options 
should not be unembedded because they are clearly and closely related 
to the host contract. 


m DIG B25 (2001) states that alternative payment options in the accumu- 
lation phase of a deferred annuity that benefit the policyholder only if 
she chooses to annuitize are not unembedded because these options do 
not settle net (i.e., the policyholder must invest the proceeds of the 
deferred annuity in an annuity). 


m DIG B25 (2001) states that guaranteed minimum payments during the 
payout phase of an annuity must be unembedded because they are not 
clearly and closely related to the host annuity. 


Separate Accounts 


Primarily investment-oriented insurance policies often pay variable returns 
based on a separate pool of assets. For these assets to be treated as separate 
accounts under SOP No. 03-1: 


m The assets must be legally separate from the insurer. 
m Policyholders must receive all the upside from the assets but may be pro- 
tected on the downside by minimum guarantees. 


For separate accounts, SOP No. 03-1 requires that policyholders’ inter- 
ests in the assets and the associated liabilities be accounted for at fair value 
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on separate lines on the balance sheet, with an additional liability for future 
policy benefits accrued for minimum benefits guarantees. In contrast, the 
insurer’s interests in the assets are accounted for as general account assets. 

In its 2003 Form 10-K filing, The Hartford disclosed that $17 billion 
of its separate account assets did not meet SOP No. 03-1’s requirement for 
legal separation from the insurer and so could no longer be accounted for 
as separate accounts. Subsequently, the assets were accounted for primarily 
as investment securities and the liabilities were accounted for under SFAS 
No. 97 (1987). 


Proposals to Change Insurance Accounting 


A number of proposals have been made to change insurance accounting. The 
International Accounting Standards Board (IASB) has an ongoing project on 
this topic that will become a joint project with the FASB after the IASB issues 
an initial discussion document, which is currently scheduled for the first 
quarter of 2007. These proposals and project reflect the limitations and 
inconsistencies of insurance accounting, the intertwined nature of the under- 
writing and insurance aspects of insurance policies, and the accounting issues 
raised by the presence of embedded derivatives and other contract features 
discussed earlier. These proposals are summarized in detail the final section 
of Chapter 16. 


FINANCIAL STATEMENTS 


The Hartford’s financial statements reported in its 2005 Form 10-K filing are 
described in this section, indicating how SFAS Nos. 60 (1982) and 97 (1987) 
differently affect those statements. 


Balance Sheet 


Exhibit 14.11 presents The Hartford’s 2005 balance sheet. The Hartford holds 
$286 billion of assets, of which $151 billion are in separate accounts for vari- 
able annuities and other investment products. Its remaining $135 billion of 
assets include $107 billion of investments, $9.7 billion of DPAC and pres- 
ent value of future profits (an intangible asset resulting from acquisitions 
of other insurers), and $6.4 billion of reinsurance recoverables, reflecting 
the gross balance sheet presentation of reinsurance under SFAS No. 113 (1992). 
Thus, standard financial assets constitute most of The Hartford’s assets, as is 
true of insurers generally. 

The Hartford holds $270 billion of liabilities, of which $151 billion are 
again separate accounts. The remaining $119 billion of its liabilities include 
$22.3 billion of reserves for unpaid claims and claim adjustment expenses 
for short-duration PC insurance policies accounted for under SFAS No. 
60 (1982), $13.0 billion of reserves for future policy benefits for traditional 
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EXHIBIT 14.11 The Hartford Financial Services Group, Inc., 
Consolidated Balance Sheets 


As of December 31, 


(in millions, except for share data) 2005 2004 
Assets 
Investments 
Fixed maturities, available-for-sale, at fair value (amortized 
cost of $74,766 and $71,359) $ 76,440 $ 75,100 
Equity securities, held for trading, at fair value (cost of 
$19,570 and $12,514) 24,034 13,634 
Equity securities, available-for-sale, at fair value (cost of 
$1,330 and $742) 1,461 832 
Policy loans, at outstanding balance 2,016 2,662 
Mortgage loans on real estate 1,731 1,174 
Other investments 1,253 1,006 
Total investments 106,935 94,408 
Cash 1,273 1,148 
Premiums receivable and agents’ balances 3,734 3,235 
Reinsurance recoverables 6,360 6,178 
Deferred policy acquisition costs and present value of 
future profits 9,702 8,509 
Deferred income taxes 675 419 
Goodwill 1,720 1,720 
Property and equipment, net 683 643 
Other assets 3,600 3,452 
Separate account assets 150,875 140,023 
Total assets $285,557 $259,735 
Liabilities 


Reserve for future policy benefits and unpaid claims and 
claim adjustment expenses 


Property and casualty $ 22,266 $ 21,329 

Life 12,987 12,246 
Other policyholder funds and benefits payable 64,452 52,833 
Unearned premiums 5,566 4,807 
Short-term debt 719 621 
Long-term debt 4,048 4,308 
Other liabilities 9,319 9,330 
Separate account liabilities 150,875 140,023 

Total liabilities 270,232 245,497 

Stockholders’ Equity 

Common stock, par value 3 3 


Additional paid-in capital 5,067 4,567 
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EXHIBIT 14.11 (Continued) 


As of December 31, 


(in millions, except for share data) 2005 2004 
Retained earnings 10,207 8,283 
Treasury stock, at cost (42) (40) 
Accumulated other comprehensive income 90 1,425 

Total stockholders’ equity 15,325 14,238 
Total liabilities and stockholders’ equity $ 285,557 $259,735 


life insurance policies accounted for under SFAS No. 60, and $64.5 billion 
of other policyholder funds and benefits payable for primarily investment- 
oriented insurance accounted for under SFAS No. 97 (1987). About 96% 
of its PC loss and loss adjustment reserves are undiscounted and thus over- 
stated. The amount of this overstatement can be determined, as discussed 
in the “Tax Accounting” section. The Hartford also has $5.6 billion of unearned 
premiums. 

The Hartford is highly leveraged, with $15.3 billion of owners’ equity. 
Since its separate accounts are largely separate from its general account assets 
and liabilities (aside from some return guarantees), The Hartford effectively 
has a capital ratio of 11.4% = $15.3 billion owners’ equity/$135 billion 
general account assets, which is not far from that of a bank. This statistic reflects 
the fact that The Hartford underwrites considerably more life insurance than 
PC insurance, and so is similar to a bank. 


Income Statement 


Exhibit 14.12 reports The Hartford’s 2005 income statement. Revenues 
include earned premiums of $14.4 billion on both PC and traditional life 
insurance accounted for under SFAS No. 60 (1982). Revenues also include 
fee income of $4.0 billion, the majority of which is asset management fees 
on separate accounts. Net investment income of $8.2 billion reflects The 
Hartford’s return on its investments. Expenses include benefits, claims, and 
claim adjustment expenses of $16.8 billion for policies accounted for under 
SFAS No. 60 (1982), $3.2 billion of amortization of DPAC and present value 
of future profits, and $3.2 billion of insurance operating costs and expenses, 
which must include interest expense on other policyholder funds and bene- 
fits payable accounted for under SFAS No. 97 (1987) since this expense appears 
nowhere else. The Hartford’s earned premiums ($14.4 billion) are consid- 
erably less than the sum of its underwriting expenses ($16.8 billion for 
benefits, claims, and claim adjustment expenses plus $3.2 billion amortiza- 
tion of DPAC and present value of future profits plus $3.2 billion of insurance 
operating costs and expenses), but it makes up for this underwriting loss 
with investment income and asset management fees. 
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EXHIBIT 14.12 The Hartford Financial Services Group, Inc., 
Consolidated Statements of Operations 


For the Years Ended 


December 31, 
(in millions, except for per share data) 2005 2004 2003 
Revenues 
Earned premiums $14,359 $13,566 $11,891 
Fee income 4,012 3,471 2,760 
Net investment income 
Securities available-for-sale and other 4,384 4,144 3,233 
Equity securities held for trading 3,847 799 — 
Total net investment income 8,231 4,943 3,233 
Other revenue 464 437 556 
Net realized capital gains 17 291 279 
Total revenues 27,083 22,708 18,719 
Benefits, claims, and expenses 
Benefits, claims, and claim adjustment 
expenses 16,776 13,640 13,548 
Amortization of deferred policy acquisition 
costs and present value of future profits 3,169 2,843 2,397 
Insurance operating costs and expenses 3,227 2,776 2,314 
Interest expense 252 251 271 
Other expenses 674 675 739 
Total benefits, claims, and expenses 24,098 20,185 19,269 
Income tax expense (benefit) 711 385 (459) 
Cumulative effect of accounting change, 
net of tax = (23) = 
Net income (loss) $ 2,274 $ 2,115 $ (91) 


Cash Flow Statement 


Exhibit 14.13 presents The Hartford’s 2005 cash flow statement. The changes 
in all the accounts associated with its traditional insurance products (reserve 
for future policy benefits, unpaid claims, and claim adjustment expenses and 
unearned premiums; reinsurance recoverables; and DPAC and present value 
of future profits) accounted for under SFAS Nos. 60 (1982) and 113 (1992) 
appear in the operating section. In contrast, net receipts from investment 
and universal life—type contracts accounted for under SFAS No. 97 (1987) 
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EXHIBIT 14.18 The Hartford Financial Services Group, Inc., 
Consolidated Statements of Cash Flow 


For the Years Ended 


December 31, 
(in millions) 2005 2004 2003 
Operating Activities 
Net income (loss) $ 2,274 $ 2,115 $ (91) 


Adjustments to reconcile net income (loss) to 
net cash provided by operating activities 
Amortization of deferred policy acquisition 
costs and present value of future profits 3,169 2,843 2,397 
Additions to deferred policy acquisition 
costs and present value of future profits (4,131) (3,914) (3,313) 
Change in: 
Reserve for future policy benefits, unpaid 
claims and claim adjustment expenses, 


and unearned premiums 2,163 877 5,597 
Reinsurance recoverables (361) 128 (1,105) 
Receivables (682) (395) (47) 
Payables and accruals (267) (11) 576 
Accrued and deferred income taxes 168 529 (327) 
Net realized capital gains (17) (291) (279) 
Net increase in equity securities, 

held for trading (12,872) (7,409) — 


Net receipts from investment contracts 
credited to policyholder accounts 
associated with equity securities, held 


for trading 13,087 7,909 — 
Depreciation and amortization 561 274 219 
Cumulative effect of accounting change, 

net of tax — 23 — 
Other, net 640 (44) 269 
Net cash provided by operating activities 3,732 2,634 3,896 

Investing Activities 

Purchase of investments (34,984) (27,950) (28,918) 
Sale of investments 26,589 21,592 17,320 
Maturity of investments 3,738 4,195 3,731 
Purchase of business/affiliate, net of 

cash acquired 8 (58) (464) 
Sale of affiliates — — 33 
Additions to property and equipment, net (211) (180) (89) 
Net cash used for investing activities (4,860) (2,401) (8,387) 


(continues) 
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EXHIBIT 14.18 (Continued) 


For the Years Ended 
December 31, 


(in millions) 2005 2004 2003 
Financing Activities 
Issuance (repayment) of short-term debt, 
net 100 (477) 535 
Issuance of long-term debt — 197 1,235 
Repayment of long-term debt (250) (450) (500) 
Issuance of common stock in 
underwritten offering — 411 1,161 
Net receipts from investment and 
universal life-type contracts 1,387 962 2,409 
Dividends paid (345) (325) (291) 
Return of shares to treasury under 
incentive and stock compensation plans (2) (2) (1) 
Proceeds from issuances of shares under 
incentive and stock compensation plans 390 161 60 
Net cash provided by financing activities 1,280 477 4,608 
Foreign exchange rate effect on cash (27) (24) (32) 
Net increase in cash 125 686 85 
Cash — beginning of year 1,148 462 377 
Cash— end of year $ 1,273 $ 1,148 $ 462 
Supplemental Disclosure of Cash Flow 
Information: 
Net Cash Paid (Received) During the Year for: 
Income taxes $ 447 $ 32 $ (107) 
Interest $ 248 $ 246 $ 233 


appear in the financing section. In principle, the investment-oriented aspect 
of any insurance policy is financing from the insurer’s point of view. 


LINE OF BUSINESS DISCLOSURES 


It is important for users of financial reports to analyze insurers by line of 
business to the extent possible given the insurer’s disclosures, in order to 
adjust for the limitations of insurance accounting explained in the “Primary 
Insurance Accounting Standards” section. Fortunately, this analysis is often 
quite feasible, in large part because Regulation S-X requires these disclosures 
of the most important financial statement numbers for each segment as defined 


Other Insurance Accounting Systems 429 


under SFAS No. 131, Disclosures about Segments of an Enterprise and Related 
Information (1997): 


= Premiums written and earned 
m Unearned premiums 
= Investment income 


= Loss and loss adjustment reserves, liability for future policy benefits, and 
policyholder account balances 


m Loss and loss adjustment expense and benefits expense 
m = DPAC and DPAC amortization 


m Other operating expense 


Although some insurers provide this information only for very aggre- 
gated segments (e.g., PC versus life insurance), many provide it for segments 
defined as fairly homogeneous lines of business. For example, The Hartford 
provides disclosures for seven life insurance segments and four PC insurance 
segments that are reported in Exhibit 14.14. Moreover, in its management 
discussion and analysis, The Hartford provides considerable information 
about the types of policies written by each of these segments. This informa- 
tion is summarized in the “Products” section. 

Detailed disclosures by type of policy are also provided in statutory filings 
described in the next section. 


OTHER INSURANCE ACCOUNTING SYSTEMS 


Statutory Accounting Principles 


Insurance regulation is based on SAR not GAAP. The two accounting systems 
overlap in many respects; for example, SFAS No. 60 (1982) was based 
substantially on SAP, while SAP reinsurance accounting was based substan- 
tially on SFAS No. 113 (1992). Where they differ, SAP generally is more 
conservative than GAAP, yielding lower capital for all insurers and lower 
income for growing insurers. This conservatism reflects insurance regula- 
tors’ focus on solvency and their view that high growth is a threat to solvency. 
In addition, similar to certain adjustments to banks’ regulatory capital ratios 
discussed in Chapter 2, some aspects of SAP yield lower capital and income 
volatility than GAAP. 

There are four main reasons why SAP is more conservative than GAAP: 


1. Policy acquisition costs are expensed immediately under SAP but capi- 
talized and amortized under GAAP. 

2. Insurance liabilities are calculated using statutory assumptions under SAP 
that generally are conservative. 

3. An asset valuation reserve (akin to the allowance for loan losses) is recorded 
under SAP based on statutory assumptions that generally are conservative. 
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4. Various illiquid assets (e.g., furniture and leasehold improvements) are 
not admitted as assets under SAP. 


There are two main reasons why SAP yields lower capital and income volatil- 
ity than GAAP: 


1. Unrealized gains and losses on available-for-sale securities are not 
included in SAP capital. 


2. Realized gains and losses arising from changes in the level of interest 
rates are recorded in an interest maintenance reserve and amortized into 
interest income over time under SAP. 


Statutory accounting principles generally are consistent from state to state, 
because the NAIC worked to codify them in its Accounting Practices and 
Procedures Manual.'? This manual first became effective in January 1, 2001, 
and is reissued annually. Although all states have accepted the manual for 
implementation, it does not override state laws and regulations, so differ- 
ences in the implementation of SAP across states remain. The biggest change 
in SAP brought about by the NAIC’s codification project was to allow deferred 
taxes. As discussed in the “Tax Accounting” section, most insurers have deferred 
tax assets, so this change worked to increase their capital. 

Each insurance subsidiary must file SAP-based convention statements 
for each state in which it operates. These convention statements have a 
common form and are public information, and insurance industry analysts 
often find these detailed statements more useful than the much more highly 
aggregated annual reports. For example, these statements include every invest- 
ment held and reinsurance contract engaged in by insurers. 

SFAS No. 60 (1982) requires the reconciliation of SAP and GAAP net 
income and owners’ equity in a footnote. This footnote is useful for assessing 
an insurer’s capacity for growth. 


Tax Accounting 


Tax accounting differs from both SAP and GAAP. Like SAP but not GAAP, 
acquisition costs are immediately expensed for tax purposes, which reduces 
tax payments relative to tax expense and so yields deferred tax liabilities. 
In most other respects, tax accounting is relatively unfavorable for insur- 
ers, and so yields deferred tax assets. Unlike both SAP and GAAP a portion 
of unearned premiums is taxable, and loss and loss adjustment reserves must 
be discounted for all policies, regardless of their type or duration. 

The fact that loss and loss adjustment reserves are discounted for tax 
purposes allows the user of financial reports to calculate discounted reserves 
by using information in the tax footnote. This calculation is particularly 
important economically for PC insurers that underwrite long-tailed policies 
for which loss and loss adjustment reserves are most overstated. Divide a 
PC insurer’s deferred tax asset associated with discounted loss and loss adjust- 
ment reserves for tax purposes by the insurer’s tax rate to determine the 
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difference of GAAP and tax (discounted) loss and loss adjustment reserves. 
Subtract this difference from the GAAP reserves to get the discounted reserves. 
For example, The Hartford discloses that it has a deferred tax asset of $730 
million for discounted loss and loss adjustment reserves in 2005. Assuming 
a 35% tax rate, this implies that its discounted reserves for tax purposes are 
$2.1 billion = $730 million/.35 less than its GAAP reserves of $22.2 billion 
(i.e., $20.1 billion). 

A strategy many U.S. insurers have used to avoid taxes is to relocate their 
corporate headquarters to Bermuda or be acquired by an insurer headquar- 
tered in Bermuda, referred to as corporate inversion. This tax scheme exploits 
the largely arbitrary division of insurers’ income into investment income and 
underwriting income. Since underwriting income typically is negative, as long 
as the insurer’s investment income can be located in a country with no corpo- 
rate income tax, such as Bermuda, the insurer will pay no income taxes. Large, 
old insurers (that would have to pay capital gains taxes to relocate to Bermuda) 
have lobbied Congress to eliminate this tax scheme to maintain their compet- 
itive position, so far unsuccessfully. 

Most states impose excise taxes on insurance premiums. 
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Property-Casualty 
Insurers’ Loss Reserve 
Disclosures 


his chapter illustrates the analysis of property-casualty (PC) insurers’ loss 
and loss adjustment reserves using their mandated disclosures about those 
reserves. It also defines the expense ratios used in the analysis of the under- 
writing and total profitability of PC insurers and explains how these ratios 
should be evaluated in the context of the insurer’s loss reserve development 
and lines of business. For convenience, net of reinsurance loss and loss adjust- 
ment reserves (expense) are referred to as loss reserves (expense) except when 
necessary to indicate the effects of reinsurance or to distinguish loss expense 
from loss adjustment expense. 
The assessment of the adequacy, accuracy, and management of loss reserves 
is central to the financial analysis of PC insurers, for three reasons: 


1. PC insurers that underestimate (overestimate) loss reserves tend to under- 
price (overprice) insurance, potentially leading to insolvency (difficulty 
obtaining business). 


2. Insurers that estimate loss reserves inaccurately, compared to other 
insurers underwriting similar policies, are likely to have poor risk man- 
agement expertise and thus difficulty maintaining underwriting disci- 
pline through the PC underwriting cycle. 


3. Insurers exercise discretion over loss reserves. This behavior is more feasi- 
ble for longer-tailed policies, because claim payments are made farther 
in the future and so provide less discipline on accrual estimates for these 
policies. 


Empirical research provides considerable evidence that PC insurers exer- 
cise discretion over loss reserves. This research finds that financially weak 
insurers understate loss reserves to appear solvent, that high-tax insurers over- 
state loss reserves to defer taxes, and that insurers operating in lines of business 
or states with stricter rate regulation in the soft market of 1989 to 1993 under- 
estimated loss reserves in order to offer more competitive rates. ! It finds that 
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insurers underestimate loss reserves to avoid reporting losses, implying that 
this management is a nonmonotonic function of insurer profitability. Specif- 
ically, although less profitable insurers usually understate loss reserves com- 
pared to more profitable insurers, insurers reporting a small profit under- 
state loss reserves compared to those reporting a small loss.* It finds that 
loss reserve revisions are strongly positively serially correlated, implying that 
errors in estimating loss reserves are corrected gradually; this could reflect 
the anticonservative accounting for loss contingencies under Statement of 
Financial Accounting Standards (SFAS) No. 5, Accounting for Contingen- 
cies (1975) and FASB Interpretation (FIN) No. 14, Reasonable Estimation 
of the Amount of a Loss (1976) discussed in Chapter 14 rather than discre- 
tion, however. Finally, research finds that upward revisions of loss reserves 
tend to be made by PC insurers with lower future profitability and higher 
risk, so these revisions are leading indicators of poor performance by these 
insurers.4 

PC insurers must provide two disclosures about their loss reserves in 
their Form 10-K filings under Securities and Exchange Commission (SEC) 
Securities Act Industry Guide 6. The first is a footnote reporting the revisions 
in net of reinsurance loss reserves for each of the current and past two years. 
A useful feature of this disclosure is that loss expense and claim payments 
in each year are broken into the portions associated with the coverage provided 
in that year and in prior years. This feature is important because underwriting 
results for the current year’s coverage are usually most representative of the 
ongoing operations of and conditions affecting PC insurers and so have direct 
relevance to forecasting their future performance. In contrast, revisions 
of loss reserves for prior years’ coverage reflect insurers’ luck, misestimation, 
or exercise of discretion regarding those reserves, which, while very useful 
for understanding insurers’ past performance, have more complex implications 
for their future performance. 

The second disclosure provides highly detailed information about revi- 
sions of loss reserves over time. For the net of reinsurance loss reserves reported 
on the balance sheet in each of the past 10 years, this disclosure reports the 
revised loss reserve estimates and claim payments made in each subsequent 
year up to the current year. To illustrate, for the reported loss reserves in 2000, 
the loss reserve development disclosure in 2005 reports the revised loss 
reserve estimates and claim payments made in 2001, 2002, 2003, 2004, and 
2005. By tying a PC insurer’s reported loss reserves to its revised estimates 
and realized claim payments, this disclosure provides users of financial reports 
with a rich data set to evaluate the adequacy, accuracy, and management of 
the insurer’s loss reserves. 

The insurance coverage provided in a given year is called an accident 
year, an important concept in the analysis of PC insurers. Results for indi- 
vidual accident years are aggregated and thus not clearly reflected in the 
amounts reported on the financial statements in these three respects: 


1. Loss reserves reported on the balance sheet are the estimate of unpaid claims 
summed across all accident years up to and including the current year. 
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2. Loss expense reported on the income statement is the estimate of current 
and future claims for the current accident year plus the revisions during 
the year of loss reserves for prior accident years. 


3. Claim payments (indirectly) reported on the cash flow statement are the 
sum of the claim payments for the current and all prior accident years. 


This chapter demonstrates spreadsheet-based techniques using the infor- 
mation provided in loss reserve disclosures that allow users of financial 
reports to calculate PC insurers’ loss reserves, loss reserve revisions, and claim 
payments for the current and nine prior accident years in each year up to 
the current year. 

For most purposes, users should analyze accident year data rather than 
the aggregated data reported in the financial statements, because individual 
accident years (especially if far removed in time) are often subject to time- 
period-specific phenomena that have little or no effect on a PC insurer’s 
ongoing ability to underwrite profitable coverage. For example, asbestos and 
environmental policies underwritten prior to 1986 were subject to broader 
court interpretations than PC insurers expected at the time. Although PC 
insurers have written these policies more carefully since then, they continue 
to experience sizable reserve deficiencies for accident years prior to 1986. 
Thus, it is important for users of financial reports to distinguish accident 
years prior to 1986 from subsequent accident years for insurers that under- 
wrote these policies prior to 1986. In addition, farther removed accident 
years generally reflect longer-tailed policies, which tend to be riskier and 
otherwise different from the representative policy underwritten by an insurer. 

Most important, users should attempt to determine the reasons for 
revisions of accident year loss reserves. Are these revisions attributable to 
discretionary understatement or overstatement of loss reserves? If so, what 
is the PC insurer’s incentive to manage loss reserves? Is there evidence of 
income smoothing, with loss reserves being underestimated when additional 
income is desired, leading to reserve deficiencies, and vice versa? Relatedly, 
do revisions of loss reserves tend to reverse over time? Alternatively, are loss 
reserve revisions attributable to unintentional loss reserve inaccuracy? If so, 
is this inaccuracy due to the PC insurer’s lack of risk management expert- 
ise or its good or bad luck on risky coverage? 

The chapter also demonstrates how to calculate the tail of PC insurers’ 
policies. As discussed in Chapter 14, tail is a primary determinant of the amount 
of investment income PC insurers can earn from underwriting insurance. Tail 
also is associated with PC insurers’ ability to exercise discretion over loss 
reserves. 

Chapter 14 briefly discusses PC insurers’ combined ratio in the context 
of the underwriting cycle and tail. The combined ratio is the most inclusive 
and important of the expense ratios used in the analysis of PC insurers. This 
chapter defines the combined and other expense ratios in detail and explains 
how those ratios should be interpreted in the context of the PC insurer’s 
loss reserve revisions and lines of business. Expense ratios vary across lines 
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of business because different lines often are at different stages of the under- 
writing cycle or have different tails or cost structures. 

The PC insurance operations of The Hartford Financial Services Group 
(The Hartford) in 2005 are used to illustrate the information contained in 
the loss reserve disclosures and the techniques for analyzing this informa- 
tion developed in this chapter. The first section of the chapter describes The 
Hartford’s loss reserve footnote. The second section describes The Hart- 
ford’s loss reserve development disclosure. Using these disclosures, the third 
through fifth sections calculate loss reserves, revisions of loss reserves, and 
claim payments by accident year for the Hartford. The fifth section also calcu- 
lates tail for The Hartford. The sixth section constructs The Hartford’s loss 
reserve T account for a representative accident year. The final section defines 
PC insurers’ expense ratios and explains the use of these ratios in the analysis 
of these insurers. 


LOSS RESERVE FOOTNOTE 


Exhibit 15.1 presents excerpts from The Hartford’s 2005 loss reserve foot- 
note. As required, this footnote includes a table that has the same basic 
structure as the loss reserve T account depicted in Exhibit 14.6. This table 
reports the balances of and the increases and decreases in The Hartford’s 
net of reinsurance loss reserves for each of the three years from 2003 to 
2005. In each year, the amounts of both loss expense and claim payments 
for the current accident year and for the sum of all prior accident years are 
reported separately. The footnote also includes a brief discussion of reserve 
deficiencies for the three years reported in the table. 

For example, the table reports that at the beginning of 2005, The Hart- 
ford’s net of reinsurance loss reserves were $16,191 million, which equal gross 
loss reserves of $21,329 million minus reinsurance recoverables of $5,138 
million. Loss reserves increased during 2005 by loss expense of $6,715 million 
for the current accident year and by a reserve strengthening to eliminate a 
deficiency of $248 million for prior accident years. Loss reserves decreased 
during the year by claim payments of $3,593 million for the current acci- 
dent year and $2,698 million for prior accident years. These increases and 
decreases yield net loss reserves at the end of 2005 of $16,863 million, which 
equal gross loss reserves of $22,266 million minus reinsurance recoverables 
of $5,403 million. The ratio of reinsurance recoverables to gross loss reserves 
is consistently about 25% for The Hartford, indicating the extent of its use 
of reinsurance. 

Although most or all of the information can be compiled from infor- 
mation in the financial statements and loss reserve development disclosure, 
the table conveniently summarizes some of the most important information 
users of financial reports need to evaluate PC insurers’ loss reserves and loss 
expense. For example, it indicates that The Hartford recorded reserve strength- 
enings eliminating deficiencies of $2,824 million in 2003, $414 million in 
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EXHIBIT 15.1 The Hartford Financial Services Group, Inc., Excerpts from 
Loss Reserve Footnote in 2005 ($ in millions) 


For the Years Ended 
December 31, 


2005 2004 2003 
Beginning liabilities for property and 
casualty unpaid claims and claim 
adjustment expenses — gross $21,329 $21,715 $17,091 
Reinsurance and other recoverables 5,138 5,497 3,950 


Beginning liabilities for property and 
casualty unpaid claims and claim 
adjustment expenses — net 16,191 16,218 13,141 


Add provision for property and casualty 
unpaid claims and claim adjustment 


expenses 
Current year 6,715 6,590 6,102 
Prior years 248 414 2,824 


Total provision for property and casualty 
unpaid claims and claim adjustment 


expenses 6,963 7,004 8,926 
Less payments 

Current year 3,593 2,616 2,369 

Prior years 2,698 4,415 3,480 
Total payments 6,291 7,031 5,849 


Ending liabilities for property and casualty 
unpaid claims and claim adjustment 
expenses — net 16,863 16,191 16,218 


Reinsurance and other recoverables 5,403 5,138 5,497 


Ending liabilities for property and casualty 
unpaid claims and claim adjustment 
expenses — gross $22,266 $21,329 $21,715 


The prior year provision of $248 in 2005 includes reserve strengthening for workers’ 
compensation claim payments expected to emerge after 20 years of development, assumed 
casualty reinsurance, adverse development in environmental reserves, the 2004 hurricanes, 
and general liability reserves for accident years 2000 to 2003. This strengthening was 
partially offset by reserve releases for allocated loss adjustment expenses and workers’ 
compensation reserves for accident years 2003 and 2004. The prior year provision of $414 
in 2004 includes reserve strengthening for construction defects claims, assumed casualty 
reinsurance and environmental claims as well as a reduction in the reinsurance recoverable 
asset associated with older, long-term casualty liabilities. The 2004 reserve strengthening 
was partially offset by a reduction in September 11 reserves. The prior year provision in 
2003 is primarily due to reserve strengthening of $2.6 billion based on a ground-up study 
of asbestos reserves. The ground-up study confirmed the Company’s view of the existence 
of a substantial long-term deterioration in the asbestos litigation environment. 
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2004, and $248 million in 2005, or 21.5%, 2.6%, and 1.5% of beginning- 
of-year loss reserves in those years, respectively. 

The loss reserve footnote contains a brief discussion of these reasons, 
and more detail is provided elsewhere in The Hartford’s 2005 Form 10-K 
filing. For example, The Hartford states in the footnote that $2.6 billion 
(92%) of the very large reserve deficiency in 2003 is primarily attributable 
to “a ground-up study of asbestos reserves” which “confirmed the Company’s 
view of the existence of a substantial long-term deterioration in the asbestos 
litigation environment.” Since it is known that class action lawyers have tar- 
geted unexpected defendants in asbestos lawsuits and most PC insurers that 
underwrote asbestos policies prior to 1986 recorded similarly large reserve 
strengthenings around this time, this reserve deficiency does not appear to be 
discretionary or otherwise suggest that The Hartford inappropriately esti- 
mated loss reserves for these policies. This reserve deficiency is the primary 
reason why The Hartford recorded negative income before taxes of $(.6) billion 
in 2003, a loss that could be expected to be nonrecurring. 

In addition, the table’s breakdown of claim payments into the amounts 
for the current and prior accident years is useful, because it is necessary to 
know the payment for the current accident year to estimate the tail of PC 
insurers’ policies accurately, as discussed in the “Calculating Claim Payments 
by Accident Year and Tail” section. The Hartford paid claims for the current 
accident year of $2,369 million in 2003, $2,616 million in 2004, and $3,593 
million in 2005. These payments are 38.8% of the $6,101 million loss expense 
for the 2003 accident year, 39.7% of the $6,590 million loss expense for the 
2004 accident year, and 53.5% of the $6,715 million loss expense for the 
2005 accident year, respectively. On average across the three accident years, 
44% of the loss expense for the current accident year is paid in that year, 
implying that 56% is paid in subsequent accident years. Curiously, the per- 
centage of loss expense for the current accident year paid in 2005 is much 
higher than the percentage in the prior two years; this could be due either 
to The Hartford underwriting a higher percentage of short-tailed policies 
or accruing less (underaccruing?) loss expense for its longer-tailed policies 
in 2005 compared to prior years. It does not appear to be attributable to 
high claims payments on the 2005 hurricanes, in part because The Hartford 
recorded less expense for these catastrophes than it did for the 2004 hurri- 
canes and in part because a large portion of the claims for Hurricane Katrina 
were not paid in 2005 due to the extended periods of time that elapsed before 
many policyholders could return to their properties. 


LOSS RESERVE DEVELOPMENT DISCLOSURES 


Exhibit 15.2 reports The Hartford’s 2005 loss reserve development disclo- 
sure. All amounts are net of reinsurance. The amounts in this loss reserve 
development disclosure correspond almost perfectly with those in The Hart- 
ford’s financial statements and loss reserve footnote. For other insurers, these 
amounts may not correspond for reasons such as the insurer treating business 
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combinations, insurance pooling arrangements, or other transactions involv- 
ing loss reserves differently in the financial statements and loss reserve 
development disclosure. In these cases, the insurer usually provides sufficient 
information to allow users of financial reports to reconcile the amounts. 

Each column of the loss reserve disclosure pertains to the loss reserves 
initially reported on the balance sheet (reported loss reserves) in a specific 
year from 10 years ago to the current year, yielding 11 columns. The top row 
of the disclosure presents the reported loss reserves for each of these years. 
Reported loss reserves reflect expected claims for any accident year up to 
and including the reporting year which have not been paid as of the end of 
that year. For example, the reported loss reserves of $12,316 million in 2000 
equal the sum of the loss reserves for all accident years up to and includ- 
ing 2000 that have not been paid by the end of 2000. Since a primary purpose 
of this chapter is to illustrate spreadsheet-based analyses of loss reserve devel- 
opment disclosures, notation is introduced for the various pieces of informa- 
tion provided in these disclosures. The reported loss reserves in year t are 
denoted LR(t), for example, LR(2000) = $12,316 million. 

The body of the loss reserve development disclosure contains the cumu- 
lative claims paid and loss reserve development “triangles,” so called because 
each contains data pertaining to reported loss reserves in each of the past 
10 years for each year from the reporting year to the current year, a trian- 
gular array of numbers. The cumulative claims paid triangle reports the 
cumulative claim payments on reported loss reserves. For example, for reported 
loss reserves in 2000, cumulative claims paid from 2001 through 2003 (three 
years later) are $6,972 million. Cumulative claims paid from year t + 1 
through year t + s on reported loss reserves in year t is denoted CP(t,t + 
s), for example, CP(2000, 2003) = $6,972 million. The lowest diagonal of 
the cumulative claims paid triangle reflects cumulative claim payments as 
of the current year, 2005. In particular, CP(2004, 2005) = $3,594 million 
corresponds to the $3,593 claim payments in 2005 for prior accident years 
reported in The Hartford’s loss reserve footnote in Exhibit 15.1; the $1 million 
difference appears to be a rounding error. 

The loss reserve development triangle contains revised (developed) esti- 
mates of reported loss reserves. For example, the revised estimate in 2003 
of the reported loss reserves in 2000 is $15,760 million. These revised loss 
reserves do not reflect claim payments after the reporting year, so each of 
the revised loss reserves in a given column reflects the same coverage as the 
reported loss reserves. Upward revisions of loss reserves indicate reserve 
strengthenings to eliminate reserve deficiencies and downward revisions indi- 
cate reserve releases to eliminate reserve redundancies. The revised estimate 
in year t + s of the reported loss reserves in year t is denoted LR(t,t + s), 
for example, LR(2000, 2003) = $15,760 million. The lowest diagonal of the 
triangle reports revised loss reserves as of the current year. 

The deficiency (redundancy) row at the bottom of the loss reserve devel- 
opment disclosure reports the revised loss reserves as of the current year, 2005, 
minus the corresponding reported loss reserves, with reserve redundancies 
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represented as negative reserve deficiencies. Using the notation above, the 
cumulative deficiency through 2005 for the 2000 loss reserves is LR(2000, 
2005) — LR(2000) = $17,048 — 12,316 million = $4,732 million. The $248 
million reserve strengthening recorded in 2005 for reported loss reserves in 
2004 increases loss expense in 2005. This number corresponds to the defi- 
ciency in 2005 reported in The Hartford’s loss reserve footnote disclosure 
in Exhibit 15.1. 

The cumulative claims paid triangle is a necessary adjunct to the loss 
reserve development triangle, because the latter does not reflect claim pay- 
ments made after the reporting year. The portions of reported loss reserves 
that remain in subsequent years (remaining loss reserves) are calculated by 
subtracting the cash payment triangle cell by cell from the loss reserve devel- 
opment triangle. The portion of reported loss reserves in year t that remains 
in year t + s is denoted RLR(t,t + s) = LR(t,t + s) — CP(t,t + s). Exhibit 
15.3 presents calculated remaining loss reserves for The Hartford. For exam- 
ple, RLR(2000, 2003) = $15,760 — 6,972 million = $8,788 million. The 
bottom diagonal of this exhibit reports The Hartford’s remaining loss reserves 
in 2005 for the current and prior 10 years. The remaining loss reserves of 
$4,947 million in 2005 for the 1995 reporting year are a sizable 29% of The 
Hartford’s total loss reserves of $16,863 million in 2005. This fact implies 
that The Hartford underwrites a significant amount of long-tailed policies, 
a point illustrated in more detail in the “Calculating Claim Payments by Acci- 
dent Year and Tail” section. 

Some PC insurers voluntarily provide loss reserve development disclo- 
sures by line of business in their financial reports, which facilitates analysis 
at that (preferred) level. In the absence of such voluntary disclosures, PC 
insurers must report loss reserve development disclosures in an accident 
year format by line of business in convention statements filed with state regu- 
lators. Insurance industry analysts often collect this public information from 
regulators in each state in which the insurer operates and aggregate this 
information across states (or purchase the aggregated information from infor- 
mation intermediaries) in order to assess the insurer’s loss reserve develop- 
ment by line of business. 


CALCULATING LOSS RESERVES BY ACCIDENT YEAR 


This section demonstrates the calculation of accident year loss reserves at 
the end of the accident year (accident year loss reserves) and in subsequent 
years (remaining accident year loss reserves). 

Loss reserves for accident year t are reported loss reserves for year 
t, LR(t), minus remaining loss reserves in year t for coverage through year 
t — 1, RLR(t — 1,t). Loss reserves for accident year t are denoted LRAY(t) = 
LR(t) — RLR(t — 1,t). The first row of Exhibit 15.4 presents accident year 
loss reserves for The Hartford for the current and nine prior accident years. 
For example, LRAY(2000) = $12,316 — 9,478 million = $2,838 million. 


061 Joye] sivak 6 
$97 TIT 191e] sreƏ/ g 
L8€ v6T TTT 194e] sreə/ Z 
COV viv CTE 68T Jaiey SILÁ o 
679 Lev IS 80t 9çE Joye] sread ç 
v68 004 S60 <6ç bis STS 194e] sreak p 
TEOL SSOT TES 6€ 108 LTL S64 193e] steak ç 
90LT 9LT1 LOLI 001 LLOTI Lrll 8601 TEIL 191e] steak Z 
T6ET L6VT Oc6l ESET 6L91 <r91l SOLT 8ZL9T S ç91 193e] vad T 
8LOv VLOE EELE LTEE EL9E 8E8T ESLT 6SLT EYIT Or9T S9A49S91 


sso| [etu] 


S007 ¥007 E007 TOOT TOOT 0007 6661 8661 L661 9661 rea 


(suoryu ur $) 
DATISIY SSO | TEA WUIPIIIV SUTUTEUIOY pue penu pə1e[no[e o “OUT ‘dnoiy SIDTAINS yeroueuly plofrepy L rü LISIHXI 


¿F6F Jaqey sread 01 

LELS 6£ES Joye] siead 6 

TOYS Osss L9b9 Jaye SIVÁ g 

6845 vrss 6899 Ey Joye] SILÁ / 

C619 8S7C9 TIOL CTS 094r Jaye] sieak 9 

TT89 6899 CIPL 0ç6t 911ç brrs Jaye stead ç 

STLL 68EZL LS6L TTSS 0c9ç C96S STIO Jaye sread + 

LVL8 vrs 8848 T9T9 TEY9 6899 0T69 EEEL Jaye] stead ç 

ESOT OCTL6 SSSOL T9YL 8054 9€84 8108 S98 CLY8 Jaye] stead Z 

SV8TL LICTL S8PCL V186 L816 8LV6 €TL6 EvLOL LCLOL <9001 Jaqey Teak T 
y00T £007 TOOT TOOT 00072 6661 8661 466I 9661 S661 Ie 


(SUOT][IUI ur $) səA1əsə% ssoT Sururetuuəq pə1e[no|eO “IUJ “dnory SINAIƏŞ [eIoueUly pIOpIeH L 8`0G| LISIHX3 


445 


446 PROPERTY-CASUALTY INSURERS’ LOSS RESERVE DISCLOSURES 


Remaining loss reserves in year t + s for accident year t are remaining 
loss reserves in year t + s for coverage through year t, RLR(t,t + s), minus 
remaining loss reserves in year t + s for coverage through year t — 1, RLR(t 
—1,t + s). Remaining loss reserves in year t + s for accident year t are denoted 
RLRAY(t,t + s) = RLR(t,t + s) — RLR(t — 1,t + s). The second through 
last rows of Exhibit 15.4 report The Hartford’s remaining loss reserves for 
each of the current and prior nine accident years in each year up to the 
current year. For example, RLRAY(2000, 2003) = $8,788 — 7,957 million 
= $831 million. The bottom diagonal of this exhibit reports The Hartford’s 
remaining loss reserves in 2005 for the current and nine prior accident years. 
Remaining accident year loss reserves decline as accident years are farther 
removed, since more of the tail of these accident years has expired. Even the 
farthest removed accident year for which remaining loss reserves can be calcu- 
lated, 1996, has a nontrivial $190 million of remaining loss reserves for The 
Hartford, however. 


CALCULATING LOSS RESERVE 
REVISIONS BY ACCIDENT YEAR 


This section demonstrates the calculation of revisions of accident year loss 
reserves (accident year reserve deficiencies and redundancies) for each of 
the nine prior accident years for each year up to the current year. 

Accident year reserve deficiencies (redundancies if negative) are calcu- 
lated in three steps. 


1. Subtract reported loss reserves in year t, LR(t), from the corresponding 
revised loss reserves in year t + s, LR(t, t + s), to obtain the cumula- 
tive deficiency through year t + s for reported loss reserves in year t, 
denoted CD(t,t + s)=LR(t,t + s) — LR(t). Exhibit 15.5 presents these 
cumulative deficiencies for the current and prior 10 years in each year 
up to the current year for The Hartford. For example, CD(2000,2003) 
= $15,760 — 12,316 million = $3,444 million. The bottom diagonal 
of the exhibit contains the cumulative deficiencies through 2005, which 
equal the amounts reported in the bottom row of The Hartford’s loss 
reserve development disclosure in Exhibit 15.2. 


2. Subtract the portion of CD(t,t + s) that is due to accident years prior 
to year t from CD(t,t + s) to obtain the cumulative deficiency through 
year t + s for accident year t. The portion of CD(t,t + s) that is due to 
accident years prior to year t is the deficiency for accident years up to 
and including year t — 1 measured over the period from year t to year 
t +s, which is CD(t — 1,t + s) — CD(t — 1,t). The cumulative deficiency 
through year t + s for accident year t is denoted CDAY(t,t + s)=CD(t,t 
+ s) — [CD(t —1,t + s) — CD(t — 1,t)]. Exhibit 15.6 presents The Hart- 
ford’s cumulative loss reserve deficiencies by accident year. For example, 
CDAY(2000 ,2003 ) = $3,444 — [3,133 — (—4)] million = $307 million. 
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The bottom diagonal of the exhibit is the cumulative deficiency through 
2005 for each of the nine prior accident years. For example, there is a 
cumulative redundancy of $636 million through 2005 for the 2000 acci- 
dent year. 

Comparison of Exhibits 15.5 and 15.6 illustrates the importance of 
time period—specific phenomena on loss reserve revisions. Specifically, 
Exhibit 15.5 reports that The Hartford has cumulative reserve defi- 
ciencies through 2005 for reported loss reserves in all nine prior years, 
while Exhibit 15.6 reports that it has cumulative reserve redundancies 
through 2005 for the 1996, 1997, and 2001 to 2004 accident years (i.e., 
six out of the nine accident years for which calculations can be made). 
The Hartford’s cumulative deficiencies through 2005 for the reported 
loss reserves in these six years result from its very large $3,198 million 
cumulative deficiency through 2005 for the accident years prior to 1996 
and, for the later years, also from its large $1,462 cumulative deficiency 
through 2005 for the accident years 1998 to 2000. 


3. Subtract the portion of CDAY(t,t + s) that occurs in years up to t + s 
— 1, CDAY(t,t + s-1), from CDAY(t,t + s) to obtain the incremental 
deficiency recognized in year t + s for accident year t, denoted IDAY(t,t 
+ s) = CDAY(t,t + s)-CDAY(t,t + s — 1), where CDAY(t,t) = 0. Exhibit 
15.7 presents The Hartford’s incremental loss reserve deficiencies by 
accident year. For example, IDAY(2000, 2003)=$73 million for The 
Hartford. 


To assess the relative magnitude of cumulative or incremental accident 
year loss reserve revisions, it is useful to scale them by either initial or begin- 
ning-of-year remaining accident year loss reserves. Exhibit 15.8 reports 
accident year loss reserve revisions divided by accident year loss reserves, 
that is, IDAY(t,t+s)/LRAY(t), for The Hartford. Notice that there are some 
sizable deficiencies and redundancies in various cells. For example, a reserve 
release of 8.9% of accident year loss reserves was recorded in 2005 for the 
2004 accident year. 


CALCULATING CLAIM PAYMENTS 
BY ACCIDENT YEAR AND TAIL 


This section demonstrates the calculation of accident year claim payments 
for each of the nine prior accident years for each year up to the current year. 
It also shows how to calculate the tail of PC insurers’ policies using these 
accident year claim payments. Accident year data, not the aggregated data 
reported on the financial statements, should be used to assess tail because 
the reported data reflect prior accident years for which some portion of the 
tail has already elapsed. It is also important to incorporate the percentage 
of accident year loss expense that is paid during that year, which can be deter- 
mined from information in the loss reserve footnote. 
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As discussed in Chapter 14, tail is important because it determines the 
period over which the insurer can earn investment income on premiums it 
receives. Specifically, one dollar of premiums should generate (1 + r)! — 
1 dollars of investment income over the tail, where r denotes the expected 
rate of return on investment. Accordingly, users of financial reports should 
interpret PC insurers’ combined ratio and other expense ratios in conjunc- 
tion with tail. 

Tail is calculated in five steps. 


1. Subtract the claim payments from year t + 1 to year t + s for coverage 
up to year t — 1, CP(t — 1,t + s) — CP(t — 1,t), from the claim payments 
from year t + 1 to year t + s for coverage up to year t, CP(t,t + s), to 
obtain the cumulative claim payment from year t + 1 through year t + 
s for accident year t, denoted CPAY(t,t + s)=CP(t,t + s) — [CP(t — 1,t 
+s) — CP(t — 1,t)]. Exhibit 15.9 presents calculated cumulative claim 
payments by accident year for The Hartford. For example, CPAY(2000, 
2003) = $6,972 — [$7,652 — 2,994] million = $2,314 million. 


2. Subtract the cumulative claim payment from year t + 1 through year t 
+s — 1 for accident year t, CPAY(t, t + s — 1) from the cumulative claim 
payment from year t + 1 through year t + s for accident year t, CPAY(t,t 
+ s), to obtain the incremental claim payment in year t + s for accident 
year t, denoted IPAY(t,t + s) = CPAY(t,t + s) — CPAY(t,t + s — 1). 


3. Divide these incremental claim payments, IPAY(t,t + s), for each of the 
nine prior accident years and each year up to the current year by the 
corresponding accident year loss reserves, LRAY(t), to obtain the percent- 
age of accident year t loss reserves paid in the sth year subsequent to 
the year of estimation. Exhibit 15.10 presents The Hartford’s percent- 
ages. The far right column of this exhibit reports simple averages of these 
percentages across the accident years from 1996 to 2004. These aver- 
age percentages sum to 94.5%, implying that 5.5% of accident year loss 
reserves are paid more than nine years after the end of the accident year. 
(These calculations may need to be modified if loss reserves are dis- 
counted or otherwise biased away from the sum of the expected claim 
payments, but this is usually a minor concern.) 


4. Estimate the percentage of loss expense for the current accident year 
that is paid in the same year using information provided in the loss reserve 
footnote. As discussed in the “Loss Reserve Footnote” section, on aver- 
age across the 2003 to 2005 accident years, 44% of The Hartford’s loss 
expense for the current accident year is paid during that year. 


5. Tail is calculated as the weighted-average duration of claim payments 
using the percentages of accident year loss reserves paid in subsequent 
years reported in Exhibit 15.10 and the percentage of accident year loss 
expense paid in that year determined using information in the loss reserve 
footnote. Users of financial reports should exercise judgment in deciding 
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how much weight to put on more and less recent accident years’ percent- 
ages, recognizing this trade-off: Percentages for more recent accident 
years generally reflect the insurer’s current types of coverage and eco- 
nomic conditions better than percentages for less recent accident years, 
suggesting that more weight should be placed on more recent accident 
years. However, any accident year’s claim payments will reflect time period 
specific effects, suggesting that accident years should be weighted evenly 
to provide maximum diversification of these effects across accident years. 
Regardless, users must rely on further lagged accident years for the por- 
tion of claim payments that occur farther from the year of estimate, as 
these data are not available for more recent accident years. 


To illustrate the calculation of tail using The Hartford’s average percent- 
ages just discussed, assume that 44% of loss expense for an accident year is 
paid in that year and 56% is paid thereafter. For payments that occur there- 
after, assume the average percentages reported in the far-right column of 
Exhibit 15.10 apply. Assume reasonably that the average duration of claim 
payments occurring in the mth year after the end of the accident year is n 
+ .5 years; this assumption is consistent with premiums being paid at the 
beginning of the accident year and claims being evenly distributed within 
each year. Assume purely for convenience that claim payments made more 
than nine years after the end of an accident year occur on average 15 years 
later; users might employ a more refined approach incorporating the pattern 
of decay in the percentages over the nine years after the end of the acci- 
dent year. Under these assumptions, the estimated weighted-average tail of 
The Hartford’s policies is: 


tail = (.44 x .5 years) + (.57) x [(.37 x 1.5 years) + 
(.19 x 2.5 years) + (.14 X 3.5 years) + (.09 X 4.5 years) + 
(.06 x 5.5 years) + (.04 x 6.5 years) + (.03 X 7.5 years) + 
(.02 x 8.5 years) + (.02 x 9.5 years) + (.06 X 15 years)] = 2.46 years 


Thus, The Hartford can earn interest on premiums over an average tail 
of 2.46 years. 


CONSTRUCTING ACCIDENT YEAR 
LOSS RESERVE T ACCOUNTS 


The loss reserve footnote and loss reserve development disclosure together 
enable users of financial reports to construct the T account for each acci- 
dent year’s loss reserves and thus to explain fully the evolution of those 
reserves over time. Exhibits 15.1, 15.4, 15.7, and 15.9 report the balance 
of accident year loss reserves in each year from that year to the current year, 
increases in accident year loss reserves (reserve deficiencies), and decreases 
in accident year loss reserves (claim payments and reserve redundancies) for 
The Hartford. As an illustration, the 2003 accident year loss reserve T account 
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for The Hartford is reported in Exhibit 15.11. (This year is chosen because 
that is the farthest removed year in the loss reserve footnote in The Hartford’s 
2005 filing; to fully construct the loss reserve T account for prior accident 
years, it is necessary to obtain the loss reserve footnotes from prior finan- 
cial reports.) Note that the $554 million cash payment in 2005 for the 2003 
accident year is calculated as the cumulative cash payment through 2005 
of $1,668 million minus the cumulative cash payment through 2004 of $1,114 
million for that accident year, as reported in Exhibit 15.9. 

The ability to construct T accounts for accident year loss reserves illus- 
trates how PC insurers’ loss reserve disclosures link accrual estimates with 
subsequent revisions of those estimates and cash flows. These disclosures 
are close to unique; for almost all other major accruals, such as banks’ allow- 
ances for loan losses, revisions of estimates for prior years’ business are com- 
bined with estimates for new business, thereby obscuring management’s abil- 
ity to estimate and manipulation of those accruals. In contrast, users of financial 
reports have substantial ability to assess PC insurers’ loss reserve estimation 
adequacy, accuracy, and manipulation. In this regard, PC insurers’ loss reserve 
disclosures are a good model for disclosures of major accruals by other firms. 


PROPERTY-CASUALTY EXPENSE RATIOS 


The financial analysis of PC insurers focuses on these expense ratios to assess 
these insurers’ loss rates and their efficiency in processing claims and obtain- 
ing insurance business: 


= Loss ratio = loss expense/net premiums earned 


= Loss adjustment expense ratio = loss adjustment expense/net premiums 
earned 


m Underwriting expense ratio = underwriting expenses/net premiums writ- 
ten (SAP) or net premiums earned (GAAP) 


m Combined ratio = loss ratio + loss adjustment expense ratio + under- 
writing expense ratio 


m Dividends to policyholders ratio = dividends to policyholders/net pre- 
miums earned 


m Combined ratio after dividends to policyholders = combined ratio + 
dividends to policyholders ratio 


These ratios can be calculated using accounting numbers reported under 
either generally accepted accounting principles (GAAP) or statutory account- 
ing principles (SAP). Underwriting expenses equal policy acquisition costs 
incurred during the period for SAP purposes and equal deferred policy acqui- 
sition costs (DPAC) amortization plus any noncapitalized underwriting expenses 
incurred during the period for GAAP purposes. This difference between SAP 
and GAAP underwriting expenses explains why the denominator of the under- 
writing expense ratio is net premiums written for SAP and net premiums 
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EXHIBIT 15.11 The Hartford Financial Services Group Accident Year 2003 
Loss Reserve T Account 


Accident Year 2003 Loss Reserves 


cash payment 2003 2,369 6,102 + loss expense 2003 
(Exhibit 15.1) (Exhibit 15.1) 
3,733 = ending balance 2003 


(Exhibit 15.4) 


cash payment 2004 1,114 
(Exhibit 15.9) 


redundancy 2004 
(Exhibit 15.7) 


2,497 = ending balance 2004 
(Exhibit 15.4) 
cash payment 2005 554 
(Exhibit 15.9) 
redundancy 2005 237 
(Exhibit 15.7) 
1,706 = ending balance 2005 


(Exhibit 15.4) 


earned for GAAP. Catastrophe losses and revisions of loss reserves for prior 
years are often removed from the numerators of the loss ratio and the loss 
adjustment expense ratio so that they better predict the insurer’s (persist- 
ent) future performance. 

As discussed in Chapter 14, the PC underwriting cycle usually is depicted 
through the path of the combined ratio, but each of these ratios is affected 
by the underwriting cycle. In fact, the loss expense and loss adjustment expense 
ratios are more sensitive to the underwriting cycle than is the underwriting 
expense ratio. 

Each of these ratios should be interpreted in the context of the types 
of policies the insurer underwrites, since different lines of business often 
are at different stages of the underwriting cycle or have different tails or 
cost structures. A longer tail provides the insurer with the ability to gener- 
ate higher investment income that can offset insurance losses. To illustrate, 
assume (unreasonably) that all insurance costs are incurred at the end of the 
tail of a PC insurance policy. Then the total profit earned by the PC insurer 
over the tail of the policy on one dollar of premiums invested at rate r is 
(1 + r)*! — combined ratio. More generally, to interpret the combined ratio, 
users of financial reports should estimate the timing of the various insur- 
ance costs included in the combined ratio, and thus the amount of premiums 
left to be invested over the tail. In general, underwriting costs are incurred 
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around the initiation of the policy, loss adjustment costs are incurred prior 
to the end of the tail of the policy (possibly over a long period for policies 
subject to significant negotiation or litigation, such as medical malpractice), 
and claims are paid at the end of the tail of the policy (possibly as an annu- 
ity, as for most workers’ compensation). 

Ignoring the multiplicative effects of compound interest, if The Hart- 
ford earns interest at an annual pretax rate of 5% (a typical rate given the 
low-risk investments PC insurers hold), then in total over the average 2.46 
year tail calculated in the “Calculating Claim Payment by Accident Year and 
Tail” section it earns pretax interest income of $.123 on each dollar of premi- 
ums. Thus, The Hartford can have a combined ratio of up to 112.3% before 
it makes a net operating loss. Long-tailed policies can have much higher com- 
bined ratios. For example, product liability insurance had a combined ratio 
of 180% for the PC insurance industry in 2004.° 

As illustrations of the effect of line of business on cost structure, prod- 
uct liability insurance has very large loss adjustment expenses (52.6% of net 
premiums earned for the PC insurance industry in 2004) due to the litiga- 
tion involved with these claims, while boiler and machinery insurance has very 
high underwriting expenses (40.0% of net premiums written for the indus- 
try in 2004) due to the need for skilled inspectors to assess these exposures. ° 
In this regard, detailed disclosures of the components of costs by segment 
must be provided in PC insurers’ Form 10-K filings under SEC Regulation 
S-X, as discussed in Chapter 14. 
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Reinsurance Accounting 
and Disclosure 


R einsurance transfers insurance risks from the ceding insurer to the assum- 
inginsurer (reinsurer). Except in the rare case of assumption reinsurance, 
it does not extinguish the ceding insurer’s legal responsibility to pay claims 
on the underlying insurance, however. Like all insurance, reinsurance also 
involves financing, because the payment of premiums by the ceding insurer 
precedes recoveries from the reinsurer. Moreover, features commonly pres- 
ent in multiple-year reinsurance contracts, such as experience accounts, often 
enhance and make explicit this financing aspect by incorporating the time 
value of money in the contractual terms. This chapter explains the special- 
ized accounting and disclosure rules for ceded reinsurance under generally 
accepted accounting principles (GAAP) and statutory accounting principles 
(SAP), specifically Statement of Financial Accounting Standards (SFAS) No. 
113, Accounting and Reporting for Reinsurance of Short-Duration and Long- 
Duration Contracts (1992), and Statement of Statutory Accounting Principles 
(SSAP) No. 62, Property and Casualty Reinsurance (2000). It also discusses 
the implications of these rules for the analysis of ceding insurers’ financial 
and statutory reports. Accounting and disclosure rules for assumed reinsur- 
ance are in most respects identical to those for written insurance discussed 
in Chapter 14 and so are not discussed in this chapter. To appreciate this 
chapter fully, the reader must understand the insurance terminology and the 
accounting for short-duration insurance under SFAS No. 60, Accounting and 
Reporting by Insurance Enterprises (1982), covered in Chapter 14. 

This chapter focuses on reinsurance that is “finite” rather than “tradi- 
tional.” Finite reinsurance transfers a bounded and generally small portion 
of the underwriting risk (i.e., variability in the amount of claims) of the under- 
lying insurance from the ceding insurer to the reinsurer, although it often 
transfers more of the timing risk (i.e., variability in the timing of claims). 
By deemphasizing risk transfer and sometimes by adding explicit financing 
elements to the transaction, finite reinsurance puts relative emphasis on 
financing/the time value of money. Reflecting this emphasis, the up-front net 
consideration paid by the ceding insurer (the reinsurance premium less any 
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ceding commission paid by the reinsurer) usually is close to the present value 
of the subsequent actual recoveries from the reinsurer. The distinction between 
finite and traditional reinsurance pertains to a primary issue in accounting 
for reinsurance: When does reinsurance transfer sufficient risk to be accounted 
for as reinsurance (i.e., the purchase of insurance or the sale of the under- 
lying insurance) instead of as financing (i.e., a deposit)? 

Under SFAS No. 113 (1992) and SSAP No. 62 (2000), very general and 
highly judgmental criteria are used to determine whether the reinsurer has 
assumed sufficient risk for a reinsurance contract to qualify for reinsurance 
accounting. In practice, however, these criteria often have been replaced by 
the rule of thumb that the reinsurer assume at least a 10% probability of a 
loss of 10% of the present value of the reinsurance premiums it expects to 
receive (the “10-10 rule”). As a result of the recent scrutiny of finite rein- 
surance discussed below, the insurance industry and accounting standard 
setters are evaluating the appropriateness of the 10-10 rule.! 

This chapter also focuses on reinsurance that is “retroactive” rather than 
“prospective.” Retroactive reinsurance covers insured events that have occurred 
before the inception of the reinsurance contract but for which claims have 
not yet been paid. Prospective reinsurance covers insured events that occur 
after the inception of the contract. At the inception of retroactive reinsur- 
ance, the ceding insurer has a recorded liability for unpaid claims on the 
underlying insurance, whereas no such liability exists at the inception of pro- 
spective reinsurance. Retroactive reinsurance that qualifies for reinsurance 
accounting raises two related questions: 


1. Should the liability for unpaid claims on the underlying insurance be 
derecognized at the inception of the reinsurance contract? 


2. If so, should the difference between this liability and the reinsurance 
premium paid be recorded immediately as a gain (if positive) or loss (if 
negative), or should this implied gain or loss be deferred and amortized 
into income over some period? 


The second question arises in large part because SFAS No. 60 (1982) and 
SAP require that liabilities for unpaid claims for most short-duration policies 
(settled workers’ compensation claims are an exception) be recorded at the 
undiscounted sum of the future claim payments. As a result, ceding insurers 
usually can obtain retroactive reinsurance of short-duration but long-tailed 
underlying insurance at a cost significantly less than their recorded liabili- 
ties for unpaid claims on that insurance, yielding a sizable implied gain at the 
inception of the reinsurance contract. In this regard, retroactive reinsurance 
is often said to “unlock the discount” in the undiscounted liability for unpaid 
claims on the underlying insurance. 

In part because the implied gain on retroactive reinsurance tends to be 
largest when the underlying insurance is short duration and long-tailed, this 
chapter focuses on property-casualty (PC) reinsurance (which almost always 
is short-duration and sometimes is long-tailed) and refers to the liability for 
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unpaid claims on the underlying insurance as loss reserves. Most of the discus- 
sion in the chapter also applies to life reinsurance, however. 

Finite reinsurance is likely to be motivated in part or whole by ceding 
insurers’ desire to manage their financial and statutory report numbers. In 
many cases this management occurs in compliance with GAAP and SAP, but 
in some cases it does not. Reflecting the latter possibility, the Office of the 
New York State Attorney General, the Securities and Exchange Commission 
(SEC), state insurance regulators, and class action lawyers have scrutinized 
ceding insurers’ use of finite reinsurance to manage their financial and/or 
statutory report numbers as well as reinsurers’ role in these transactions. 

The first section of this chapter summarizes the accounting effects of 
reinsurance on financial and statutory report numbers and introduces the 
analysis issues raised by reinsurance. The second section describes the economic 
purposes of reinsurance, the role of reinsurers, the main types of reinsur- 
ance, and the features that tend to make reinsurance contracts finite. The 
third section explains, illustrates, and compares GAAP and SAP accounting 
for reinsurance contracts. The fourth section describes GAAP and SAP disclo- 
sures for reinsurance and discusses the analysis issues involved with reinsurance. 
The final section briefly surveys recent and likely future developments in 
financial reporting for reinsurance. 


ACCOUNTING AND ANALYSIS ISSUES 


Immediate Enhancement of Accounting Numbers 


Reinsurance that qualifies for reinsurance accounting usually immediately 
enhances ceding insurers’ statutory report numbers (e.g., it usually increases 
statutory income and statutory surplus). This occurs primarily because of 
the extreme conservatism of SAP for the underlying insurance discussed in 
Chapter 14, in particular, the nondiscounting of loss reserves for most short- 
duration policies and the immediate expensing of policy acquisition costs. 
SSAP No. 62 (2000) reinsurance accounting allows ceding insurers to undo 
the effects of this conservatism at the inception of the reinsurance contract. 
It does so by reversing the expensing of policy acquisition costs (both retro- 
active and prospective reinsurance) and by effectively discounting the undis- 
counted loss reserves for the underlying insurance and recognizing the implied 
gain (retroactive reinsurance only). The magnitude of the enhancement tends 
to be larger for retroactive reinsurance due to the recognition of the implied 
gain. 

In contrast, qualifying reinsurance does not immediately enhance ceding 
insurers’ financial report income or owners’ equity as long as GAAP is applied 
properly for both the underlying insurance and the reinsurance. This is prima- 
rily because of two differences between GAAP and SAP reinsurance account- 
ing. First, GAAP reinsurance accounting requires that the implied gain at 
the inception of retroactive reinsurance be deferred and amortized over the 
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expected settlement period of the reinsurance. Hence, the implied gain is rec- 
ognized in income in ceding insurers’ financial reports with a potentially long 
delay relative to their statutory reports. Second, GAAP reinsurance account- 
ing requires that ceding commissions reduce deferred policy acquisition costs 
(DPAC) and thus subsequent DPAC amortization. Hence, ceding commissions 
also are recognized in income in ceding insurers’ financial reports with a delay 
relative to their statutory reports. 

Immediate enhancement of ceding insurers’ financial report numbers can 
occur, however, if either the underlying insurance or reinsurance is accounted 
for improperly. For example, this would occur if ceding insurers have under- 
reserved for the underlying insurance and shortly after the inception of reinsur- 
ance record reinsurance recoveries that offset the necessary increase in reserves 
for the underlying insurance. 

Reflecting the immediate enhancing effect of reinsurance on statutory 
report numbers, reinsurance often is motivated in whole or part by ceding 
insurers’ desire to enhance their statutory report numbers and the ratios of 
these numbers used in insurance regulation and analysis. For example, research 
shows that PC insurers enter into retroactive reinsurance to avoid violating 
the ratio-based phase of the Insurance Regulatory Information System (IRIS). 
Similarly, the primary purpose of prospective “surplus relief” agreements 
is to raise the ceding insurer’s statutory surplus and lower its net premiums 
written, generally so that the insurer can continue to write insurance while 
still meeting regulatory limits on the ratio of net premiums written to statu- 
tory surplus. 


Income Smoothing 


Qualifying reinsurance smoothes ceding insurers’ GAAP and SAP account- 
ing income over the settlement period (i.e., tail) of the reinsurance for three 
distinct reasons. First, reinsurance absorbs insurance losses economically, and 
this is captured for accounting purposes by reinsurance recoveries reducing 
loss expense. Second, reinsurance accounting mitigates the temporal mis- 
matching of insurance losses and investment income for short-duration but 
long-tailed underlying insurance under SFAS No. 60 (1982) and SAP that is 
discussed in Chapter 14, reducing both the expected losses recognized as 
insured events occur over the duration of underlying insurance and the invest- 
ment income earned over the tail of the underlying insurance. Last, for multi- 
year reinsurance contracts, reinsurance accounting effectively spreads ceding 
insurers’ insurance losses occurring in a given year across the fiscal years of 
the contract. Reinsurance that involves less risk transfer (i.e., is more finite) 
smoothes accounting income in a less economically descriptive fashion. 


Gross versus Net Presentation 


On the balance sheet, GAAP requires prepaid reinsurance and reinsurance 
recoverables to be presented as assets gross of the liabilities for underlying 
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insurance. In contrast, SAP requires these items to be presented net of the 
liabilities for the underlying insurance or as contra-liabilities. GAAP’s gross 
balance sheet presentation reflects the fact that almost all reinsurance does 
not extinguish the ceding insurer’s legal obligation to pay claims. Both GAAP 
and SAP present premiums earned and insurance expenses net of reinsurance 
on the income statement, however, reducing those items. Disclosures of gross 
premiums and loss expense are required, however. 


Analysis Issues 


For financial analysis purposes, it is critical for users of financial reports to 
understand the effects of reinsurance on ceding insurers’ financial and statu- 
tory report numbers in order to evaluate the insurers’ current and future 
economic profitability, solvency, and risk. The GAAP and SAP ratios used in 
PC insurance analysis discussed in Chapter 15 are significantly and differently 
affected by reinsurance. For finite and/or retroactive reinsurance, it will usually 
be appropriate to adjust those ratios using one of various available strategies. 

In addition, finite and/or retroactive reinsurance transactions typically 
are highly structured, large, and infrequent compared to traditional reinsur- 
ance, and they raise many of the same issues as the accounting for tranched 
securitizations discussed in Chapter 8. Finite transactions usually transfer 
less of the risk than the value of the underlying insurance (although some- 
times not much value is transferred either), and they can transform the risk 
as well. For example, insurance risk may be subdivided in “layers” that are 
economically similar to the sequenced classes of securities in a tranched secu- 
ritization, with some of the layers being retained by the ceding insurer and 
others reinsured. How much risk is transferred to the reinsurer depends on 
which layers are reinsured and the variability of the claims in those layers. 
Although finite reinsurance deemphasizes risk transfer, it usually has some 
insurance aspects along with its financing aspects, and if so accounting for 
finite reinsurance as pure financing does not fully capture its economics. 

As with tranched securitizations, accounting is not a substitute for clear 
disclosure of finite and/or retrospective reinsurance transactions. Statutory 
reports include fairly detailed disclosures of retroactive reinsurance. Although 
historically disclosures of finite reinsurance have been limited in both finan- 
cial and statutory reports, in November 2005 the National Association of 
Insurance Commissioners (NAIC) required detailed disclosures about certain 
types of finite reinsurance that should be of significant use. 

Because reinsurance does not extinguish the ceding insurer’s legal respon- 
sibility to pay claims on the underlying insurance, analysis of the creditwor- 
thiness of the reinsurer and any mitigation of credit risk (e.g., by the ceding 
insurer withholding funds or the reinsurer posting letters of credit) is very 
important. Detailed disclosures about the credit risk of reinsurance recover- 
ables is provided in statutory reports. 
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REINSURANCE CONTRACTS 


Economic Purposes and the Role of Reinsurers 


Traditionally, insurers cede reinsurance in order to underwrite more or larger 
insurance risks while being protected against losses bigger than their risk 
management guidelines allow. Such losses occur either because insurance 
claims are higher than expected (underwriting risk) or because insurance 
claims come sooner than expected and so have higher present value (timing 
risk). The smaller an insurer relative to the risks it insures and the less diver- 
sifiable its portfolio of risks insured, the more likely it will cede reinsurance. 
Small PC insurers underwriting high-risk (e.g., catastrophe) insurance should 
cede the most reinsurance. 

Insurers generally cannot reinsure all of their risks. For example, to miti- 
gate adverse selection problems, reinsurers often require ceding insurers 
to retain some risk. Like all insurance, reinsurance payments invariably are 
capped at some maximum amount. Reinsurers limit their coverage of risks 
that are difficult to understand and thus to diversify, such as terrorism. 

At the inception of reinsurance contracts, the ceding insurer typically 
pays the reinsurer a premium for assuming the transferred insurance risk. 
The up-front nature of the premium implies that net financing is provided 
by ceding insurers to reinsurers, not vice versa. It also implies that insurers 
have to be sufficiently liquid in order to be able to purchase reinsurance. 

The up-front premium is often offset in part by a ceding commission from 
the reinsurer to the ceding insurer. Ceding commissions usually are described 
as reimbursing a portion of the ceding insurer’s acquisition costs, although 
in fact these commissions are just one type of contractual cash flow that is 
substitutable with other contractual cash flows. Both a ceding insurer and 
its reinsurer may be economically indifferent about changing both the pre- 
mium and ceding commission by identical amounts. Because premiums and 
ceding commissions are accounted for differently, either the ceding insurer 
or reinsurer may care about the accounting effects of this change, however. 
Reflecting these issues, it usually makes more sense for users of financial reports 
to focus on the net consideration paid by the ceding insurer rather than the 
components of that consideration. 

Reinsurers can themselves reinsure, ad infinitum, a process known as 
retrocession. Doing this allows the industry to spread large risks fairly evenly, 
so that a given insurance policy has the backing of a chain of insurance com- 
panies. Reinsurance serves many of the same functions that loan sales and 
securitizations do for banks, although it does not provide the ceding insurer 
with funds at inception. 

Most reinsurance is assumed by a relatively small set of very large global 
reinsurers capable of absorbing large risks. More than one reinsurer can be 
involved in large reinsurance transactions, which can be syndicated in ways 
similar to large loans as discussed in Chapter 8. In multireinsurer transactions, 
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different reinsurers may accept different layers of risk and/or they may share 
given layers of risk in proportion. 

Primary insurance companies may also assume reinsurance. They can 
do this either by seeking out such business or by participating in pools that 
spread risks across companies in the pool. Such pools diversify risks for insur- 
ers in much the same way as correspondent banking relationships do for banks. 

“Fronting” insurers write insurance that they cede immediately to rein- 
surers. The purpose of fronting insurers usually is to enable reinsurers to 
participate in insurance that they would not otherwise be able to write (e.g., 
due to state licensing requirements or required financial strength ratings) 
or would somehow be detrimentally affected by writing (e.g., due to capi- 
tal adequacy constraints, tax inefficiencies, or branding concerns). 

SAP distinguishes authorized and unauthorized reinsurers. Reinsurance 
with unauthorized reinsurers that is not secured by letters of credit or other 
collateral does not qualify for reinsurance accounting and any regulatory 
benefits it provides. 


Traditional Types 


Traditional reinsurance contracts may exhibit these contractual features. Rein- 
surance may be “indemnity” or “assumption.” In indemnity reinsurance, by 
far the more common type, the legal responsibilities of the ceding insurer 
to the policyholder of the underlying insurance are not removed by rein- 
surance, and so the ceding insurer must make claim payments to the policy- 
holder if the reinsurer defaults. Thus, the ceding insurer is exposed to the 
credit risk of the reinsurer. In assumption reinsurance, the ceding insurer 
is no longer legally responsible to the policyholder, and so the policyholder 
assumes the credit risk of the reinsurer. 

Reinsurance may be “facultative” or “treaty.” In facultative reinsurance, 
each policy reinsured is separately negotiated. This is feasible only for large 
policies. In treaty reinsurance, all or a proportion of policies in a specific 
line of business or meeting specified underwriting criteria that are written 
by the ceding insurer during a specified interval are reinsured. The distinc- 
tion between facultative and treaty reinsurance blurs as more specific under- 
writing criteria are used to determine what policies fall under a treaty. 

Reinsurance may be “proportional” or “nonproportional.” In propor- 
tional reinsurance, depicted in Exhibit 16.1, the ceding insurer and reinsurer 
bear losses on the underlying risks in some proportion. The proportion can 
be a fixed percentage (“quota share” reinsurance) or the variable percent- 
age that yields the value of the reinsurance equal to a constant dollar amount 
(“surplus share” reinsurance). Specific types of proportional reinsurance can 
be structured as either quota or surplus share. For example, these types of 
proportional life reinsurance that can be structured in either fashion: “yearly 
renewable term,” which transfers mortality risk only; “coinsurance,” which 
transfers mortality and investment risk; and “modified coinsurance,” which 
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EXHIBIT 16.1 Proportional Reinsurance 


$ loss on underlying insurance 


ceding insurer’s net loss 


policy | 


cap reinsurance payment 


loss on underlying insurance 


is like coinsurance but involves the ceding insurer retaining the assets and 
reserves for the reinsured coverage. 

In nonproportional reinsurance, depicted in Exhibit 16.2, the ceding 
insurer and reinsurer bear losses on the underlying risks in sequence, with 
the reinsurer covering losses on the underlying policies beyond a predeter- 
mined limit called the “retention.” For this reason, the reinsurer’s claim pay- 
ments tend to have a longer tail than the ceding insurer’s claim payments, 
because the ceding insurer must bear losses up to the retention before the 
reinsurer pays anything. Of course, the ceding insurer also bears losses beyond 
any loss cap on the reinsurance. 

The retention can pertain to losses summed across one or both of two 
dimensions: 


1. Individual insurance policies (“excess-of-loss” reinsurance) versus port- 
folios of policies such as lines of business (“stop-loss” reinsurance) 


2. Individual events (“per occurrence” reinsurance) versus periods of time 
(“aggregate” reinsurance) 


Collectively, these dimensions yield four general types of nonpropor- 
tional reinsurance. Holding the risk of the underlying policies and the total 
retention constant, the reinsurer bears less risk when summing occurs across 
a given dimension, due to greater diversification of losses. 

The most common form of nonproportional PC reinsurance is per- 
occurrence excess-of-loss “catastrophe” reinsurance, which typically transfers 
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EXHIBIT 16.2 Nonproportional Reinsurance 
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considerable risk to the reinsurer. Reflecting this fact, it is also descriptively 
referred to as “sleep” reinsurance, because the PC insurer’s chief executive 
can go to bed at night knowing the insurer is unlikely to go bankrupt tomor- 
row. In contrast, aggregate stop-loss reinsurance is likely to be finite, and 
it is often used by ceding insurers more to smooth their income rather than 
to transfer risk. 

A numerical example illustrating the distinct natures of proportional and 
nonproportional reinsurance is developed in the “Numerical Example” section. 


Finite Features 


Finite reinsurance involves less risk transfer and thus relatively more empha- 
sis on financing/the time value of money than traditional reinsurance. For 
this reason, finite reinsurance is often referred to as financial reinsurance. 
This alternative terminology is somewhat misleading, however, because finite 
reinsurance does not necessarily involve different absolute financing than 
traditional reinsurance, and in practice it often involves less. A reinsurance 
contract calls for less (more) absolute financing to be provided by the ceding 
insurer to the reinsurer only if, holding the expected claims on the underlying 
insurance constant, the ceding insurer pays less (more) net consideration up- 
front and expects correspondingly less (more) recoveries from the reinsurer. 

“Funds withheld” provisions —which allow the ceding insurer to retain 
and invest the reinsurance premium — are the contractual feature that most 
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directly affects the level of financing in reinsurance contracts. These provi- 
sions reduce or even eliminate the financing provided by the ceding insurer 
to the reinsurer but they do not by themselves make the reinsurance more 
finite. In practice, however, large finite reinsurance transactions often involve 
withholding of funds as well. In this regard, reinsurance transactions that 
involve both minimal risk transfer (i.e., very finite) and minimal financing 
(i.e., funds largely withheld) are unlikely to have a significant business pur- 
pose unrelated to GAAP, SAP, or tax accounting and so are more likely to be 
subject to regulatory and legal scrutiny. 

The financing provided by the ceding insurer to the reinsurer can be 
increased by the ceding insurer paying premiums that are too large given 
the risk transferred early in the term of a contract and then recouping those 
premiums through lower premiums, higher coverage, or higher ceding 
commissions late in the term of the contract. This is most likely to occur in 
multiple-year contracts called “funding covers.” Funding covers are often 
retrospectively rated, as discussed below. 

These aspects of reinsurance contracts affect the risk transferred by the 
policies. Any of these features may be present in either traditional or finite 
reinsurance; how these features are structured and combined determines 
whether and to what extent a transaction is traditional versus finite. 

First, as discussed, reinsurance may be retroactive or prospective. Retro- 
active reinsurance is more likely to be finite because the risk of the underlying 
insurance is better known at the inception of the reinsurance contract than 
if the reinsurance were prospective. 

There are two main types of retroactive reinsurance. “Loss portfolio 
transfers” cover previously accrued losses for well-defined portfolios of past 
insured events. This type of reinsurance is often used by insurers to exit lines 
of business or to deemphasize prior insurance coverage. “Adverse devel- 
opment” reinsurance covers currently unaccrued losses for well-defined 
portfolios of past insured events. By its nature, this type of reinsurance is 
nonproportional. Critics often allege that adverse development reinsurance 
is used by insurers who have not reserved adequately for the underlying 
insurance, although it can certainly be used to protect insurers against losses 
that currently are nonprobable or not capable of reliable estimation for which 
no liability should yet be accrued under SFAS No. 5, Accounting for Contin- 
gencies (1975). 

Second, reinsurance may be multiple year and retrospectively rated, mean- 
ing that the ceding insurer participates in the reinsurer’s past profit on the 
reinsurance contract. (In insurance terminology, reinsurance is either “retro- 
active” or “prospective,” while “retrospective” refers to contractual features 
that look backward in time, such as retrospective rating.) The reinsurer’s 
cumulative profit over the contract term to date is tracked in an “experience 
account,” the balance of which typically equals reinsurance premiums received 
minus ceding commissions paid minus losses on the reinsured portion of 
the underlying insurance plus interest earned at a contractual rate minus a 
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contractual profit margin. The reinsurer’s cumulative profit is higher if fewer 
losses occur on the underlying insurance or if those losses occur later. The 
ceding insurer may participate in the reinsurer’s profits through contingent 
(sliding-scale) ceding commissions, refunds of premiums or additional premi- 
ums for prior coverage, changes in prior or future interest rates, and changes 
in future premiums or reinsurance coverage. To the extent that the ceding 
insurer participates more in the reinsurer’s profit, the reinsurer bears less risk. 
As discussed later, under both GAAP and SAP. assets and liabilities are recorded 
for the rights and obligations created by retrospective-rating provisions. 

The interest earned in experience accounts is the most explicit way that 
finite reinsurance takes into account the time value of money. 

Third, reinsurance can include “commutation” (i.e., termination and set- 
tlement) provisions. Commutation of a reinsurance contract usually causes 
the ceding insurer to participate in the reinsurer’s profits, as described above. 
Finite reinsurance contracts typically are expected to commute as soon as 
contractually allowed after the ceding insurer has received the intended 
accounting benefits (e.g., surplus relief), which usually occurs when the expe- 
rience account begins to show a cumulative profit. Commutation provisions 
often protect the reinsurer by prohibiting the commutation of a contract when 
the reinsurer is in a cumulative loss position. 

Fourth, as discussed earlier, nonproportional reinsurance can involve 
retentions by the ceding insurer that are summed across portfolios of poli- 
cies and/or time thereby reducing the variability of losses for the reinsurer. 

Fifth, reinsurance can involve loss (ratio) caps or corridors that limit 
the maximum risk transferred to the reinsurer. The numerical example devel- 
oped in the next section illustrates how loss caps can render reinsurance finite. 

Sixth, reinsurance can involve a multiyear term that allows the ceding 
insurer to smooth its income by spreading losses across years, as reflected 
in the term “spread-loss” reinsurance. Although a multiyear term does not 
by itself make a contract finite, when it is combined with a low cumulative 
loss cap that is likely to bind, the reinsurance likely will not have much effect 
on the ceding insurer’s total losses over the term of the reinsurance. Spread- 
loss reinsurance most commonly is used to reinsure relatively low frequency 
events that yield large losses when they occur. The term of the reinsurance 
typically is chosen to be long enough so that there is a high probability of 
at least one loss on the underlying insurance. Each year during the term of 
the reinsurance, the ceding insurer pays and expenses a premium approxi- 
mately equal to the average discounted loss on the underlying insurance. 
Ina year an insured event occurs that is covered by the reinsurance, the ceding 
insurer offsets the loss expense on the underlying insurance with the rein- 
surance recovery. 

This example illustrates how spread-loss reinsurance smoothes the ceding 
insurer’s income. A ceding insurer writes underlying insurance that expe- 
riences losses of $100 with 25% probability each year. The ceding insurer 
engages in an eight-year spread-loss reinsurance contract that bears all losses 
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on the underlying insurance up to a cumulative loss cap of $100 (i.e., half 
of the expected losses of $200 on the underlying insurance over this term). 
This loss cap is reached if and when the ceding insurer experiences the first 
loss on the underlying insurance. The probability that no loss occurs during 
the term of the reinsurance is fairly low at (.75)® = 10.01%. In the year if 
any that the first loss occurs on the underlying insurance, that loss is fully 
offset by the reinsurance recovery. 

In this example, the cumulative loss cap on the reinsurance is reached 
as soon as the first loss occurs on the underlying insurance, and so the rein- 
surance does not transfer any risk for the remainder of the contract term. 
In principle, the ceding insurer should immediately expense the remaining 
contractually required reinsurance premiums, although it is unclear that this 
occurs in practice. (This is an extreme case of the general problem that, for 
any insurance that involves a cumulative loss cap, the amount of insurance 
coverage declines on average and in an uncertain fashion based on losses to 
date over the term of the contract. This implies that premiums on such insur- 
ance should be expensed on a faster than straight-line basis on average even 
if insured events occur evenly through time.) 

Lengthening the term of a reinsurance contract also facilitates retro- 
spective rating and the use of commutation provisions to mitigate risk transfer. 

Seventh, reinsurance can involve multiple triggers that reduce the prob- 
ability that reinsurance recoveries occur, provisions that delay timely pay- 
ments by the reinsurer, blends of retroactive or less risky and prospective 
or riskier reinsurance, specific loss (ratio) caps for the prospective or riskier 
portions of the blends, and various other features that render the claim pay- 
ments to be made and thus profit to be earned by the reinsurer each period 
during the policy term less variable. 

Eighth, reinsurance contracts may be associated with side letters or oral 
agreements that limit the risk borne by the reinsurer on the contracts or that 
adjust the terms of future reinsurance contracts for the reinsurer’s unex- 
pectedly high or low profits on the contracts in a fashion similar to retro- 
spective rating. As will be discussed, both GAAP and SAP are clear that any 
legally binding contract or agreement, written or oral, that affects the risk 
transferred by a given reinsurance contract should be considered in account- 
ing for the reinsurance contract. (There is some debate as to whether other 
contracts or agreements that are not legally binding might affect the account- 
ing for reinsurance contracts, but this is inconsistent with almost all GAAP 
and accounting practice, most notably, the GAAP standard governing retro- 
spectively rated reinsurance contracts discussed in the section “Accounting 
for Retrospectively Rated Reinsurance Contracts.”) 

Last, reinsurance contracts often arise in the context of long-standing 
relationships between the ceding insurer and reinsurer and understandings 
that the reinsurer will earn a target rate of return over the duration of the 
relationship. Unlike legally binding contracts or agreements, such under- 
standings do not yield accounting effects. 
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As discussed in the “Reinsurance Disclosures and Analysis” section, insur- 
ers are required to discuss significant retroactive and other significant rein- 
surance transactions in their description of the business in financial reports. 
In these disclosures, insurers rarely explicitly state that their reinsurance 
contracts are finite, but this usually can be inferred with some confidence 
from the contractual features disclosed. For example, consider this descrip- 
tion of a reinsurance contract in CNA Financial’s 2004 Form 10-K filing: 


The Company has an aggregate reinsurance treaty related to the 1999 
through 2001 accident years that covers substantially all of the Com- 
pany’s property and casualty lines of business (the Aggregate Cover). 
The Aggregate Cover provides for two sections of coverage. These 
coverages attach at defined loss ratios for each accident year. Cover- 
age under the first section of the Aggregate Cover, which is available 
for all accident years covered by the treaty, has a $500 million limit 
per accident year of ceded losses and an aggregate limit of $1 billion 
of ceded losses for the three accident years. The ceded premiums asso- 
ciated with the first section are a percentage of ceded losses and for 
each $500 million of limit the ceded premium is $230 million. The 
second section of the Aggregate Cover, which only relates to accident 
year 2001, provides additional coverage of up to $510 million of ceded 
losses for a maximum ceded premium of $310 million. Under the 
Aggregate Cover, interest charges on the funds withheld liability accrue 
at 8% per annum. The aggregate loss ratio for the three-year period 
has exceeded certain thresholds which requires additional premiums 
to be paid and an increase in the rate at which interest charges are 
accrued. This rate will increase to 8.25% per annum commencing in 
2006. Also, if an additional aggregate loss ratio threshold is exceeded, 
additional premiums of 10% of amounts in excess of the aggregate loss 
ratio threshold are to be paid retroactively with interest. Any such pre- 
miums would be recorded in the period in which the loss ratio threshold 
is met. 


During 2003, as a result of the unfavorable net prior year develop- 
ment recorded related to accident years 2000 and 2001, the $500 
million limit related to the 2000 and 2001 accident years under the 
first section was fully utilized and losses of $500 million were ceded 
under the first section of the Aggregate Cover. In 2001, as a result of 
reserve additions including those related to accident year 1999, the 
$500 million limit related to the 1999 accident year under the first 
section was fully utilized and losses of $510 million were ceded under 
the second section as a result of losses related to the WTC event. The 
aggregate limits for the Aggregate Cover have been fully utilized. 


At least four aspects of CNA’s Aggregate Cover suggest that this contract 
is finite: 


1. Aggregate stop loss coverage of substantially all of CNA’s PC lines of 
business 
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2. Coverage for three accident years under the first section, with the aggre- 
gate loss cap for the three years ($1 billion) being considerably lower than 
the sum of the loss caps for the individual years ($1.5 billion) 


3. The full utilization of coverage for each the of three accident years covered, 
which suggests that the coverage limits are low relative to the distribu- 
tions of possible losses 


4. Retrospective rating in the form of additional premiums with interest 
and a higher interest rate on the funds-withheld liability (which oper- 
ates like an experience account) if the aggregate loss ratio exceeds certain 


thresholds 


The Aggregate Cover is also a partly funds-withheld contract, which 
reduces the financing provided by the ceding insurer to the reinsurer and 
enables CNA to control the investment of the reinsurance premiums. 


Numerical Example 


This section contains a numerical example that illustrates the distinction 
between proportional and nonproportional reinsurance and how loss caps 
can render reinsurance finite. This example is used later to demonstrate the 
distinct workings of GAAP and SAP accounting for both retroactive and 
prospective reinsurance. For ease of comparison, the risk, pricing, and acqui- 
sition costs of the underlying insurance are assumed to be identical regardless 
of whether the reinsurance is retroactive or prospective, even though the 
period of coverage for the underlying insurance and timing of the premium 
payment are one year earlier when the reinsurance is retroactive. For the same 
reason, loss reserves and loss expense on the underlying insurance are assumed 
to be identical for GAAP and SAP purposes. 

The reinsurance contract is initiated at the beginning of the current year. 
The underlying insurance is a short-duration PC insurance policy that either 
was initiated at the beginning of the prior year and for which the insured 
events occurred in that year (yielding retroactive reinsurance) or that is initi- 
ated at the beginning of the current year and for which insured events occur 
evenly over the current year (yielding prospective reinsurance). Any claims 
on the underlying insurance will be paid exactly five years after the incep- 
tion of the reinsurance. The total claim payment equals $50 with 10% prob- 
ability, $100 with 80% probability, and $150 with 10% probability. This implies 
that the expected claim payment is $100 and the standard deviation of the 
claim payment is $22.36. The present value of the expected claim payment 
using a 10% interest rate is $62.09. 

At the inception of the underlying insurance, the ceding insurer receives 
a premium of $82.09 and incurs acquisition costs of $20. Reflecting SFAS 
No. 60 (1982) and SAP accounting for short-duration insurance discussed 
in Chapter 14, the ceding insurer earns premium revenue of $82.09 and accrues 
loss reserves and loss expense of $100 as insured events occur. For GAAP 
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purposes, the insurer capitalizes policy acquisition costs of $20 and amor- 
tizes the DPAC asset over the coverage period, while for SAP purposes the 
ceding insurer expenses these costs when they are incurred. 

These reinsurance contracts yield expected reinsurance recoveries of $50 
(i.e., half the expected total claims): 


m A 50% quota share (proportional) policy 


m An excess-of-loss (nonproportional) policy with a retention of $(50-x) 
and a cap of $(150-10x), where x can be any number from zero to five. 


As x rises in the excess-of-loss policy, the retention falls by $x and the 
loss cap falls by $10x, so the ceding insurer bears a smaller retention layer 
and a larger layer above the cap, and the reinsurer bears a single layer that 
begins at a lower level of claims and has a lower cap. For example, when x 
= 3, the policy specifies a retention of $47 and a cap of $120, so the ceding 
insurer bears losses on the underlying insurance from $0 to $47 and from 
$120 to $150, and the reinsurer bears losses from $47 to $120. Exhibit 16.3 
summarizes reinsurance recoveries for each possible value of claim payments 
on the quota-share policy and on the excess-of-loss policy for each possible 
value of x. 

Both the quota-share policy and the excess-of-loss policy with x = 0 
(i.e., a retention of $50 and a cap of $150) transfer all of the risk of rein- 
sured portions of the underlying insurance to the reinsurer. The risk trans- 
ferred is considerably greater in the excess-of-loss policy, however, because 
this policy fully transfers the downside risk that the claim is above its mini- 
mum of $50, while the quota share policy transfers both the certain and 
uncertain portions of the claim in proportion. Reflecting this fact, the quota- 
share policy reduces the standard deviation of the ceding insurer’s net of 
reinsurance claim payment by half to $11.18, while the excess-of-loss policy 
with x = 0 reduces this standard deviation to zero. 

As x rises, the risk transferred by the excess-of-loss policy diminishes 
as the reinsurer’s maximum payment becomes closer to its expected payment 
and, when x = 5, 90% probable to be $55. In fact, when x = 5 the rein- 
surer bears all the variation in the claim below the expected $100, while 


EXHIBIT 16.3 Reinsurance Recoveries in Numerical Example 


Excess of Loss Policy 


Quota 
Share 
Policy x=0 x=1 x=2 x=3 x=4 x=5 


Claim payments on 50 25 0 1 2 3 4 5 
underlying insurance 100 50 50 51 52 53 54 55 
150 75 100 91 82 73 64 55 
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the ceding insurer bears all the variation in the claim above the expected 
$100. Reflecting its finite nature, the excess-of-loss policy with x = 5 reduces 
the standard deviation of the PC insurer’s net of reinsurance claim payment 
by less than the quota share policy, to $15. 

Reflecting their equal expected claims, all of the reinsurance contracts 
are assumed to require the ceding insurer to pay the reinsurer net consid- 
eration of $31.05, the present value of $50 based on a interest rate of 10%, 
at inception. This net consideration takes the form of a $41.05 premium minus 
a $10 ceding commission. 


ACCOUNTING FOR REINSURANCE CONTRACTS 


This section describes the risk-transfer criteria that must be met for rein- 
surance accounting to be required under GAAP and SAP It describes the main 
aspects of GAAP and SAP reinsurance accounting and, using the numerical 
example, illustrates and compares the effects of the two approaches on finan- 
cial and statutory reports. This section also describes the accounting for rein- 
surance contracts that are retrospectively rated, involve withholding of funds, 
or do not qualify for reinsurance accounting and so must be accounted for 
as deposits. 


Risk-Transfer Criteria for Reinsurance Accounting 


The risk-transfer criteria that must be met for reinsurance accounting to be 
required are substantially the same under SFAS No. 113 (1992) and SSAP 
No. 62 (2000). The reinsurer must assume either 


= Significant insurance (i.e., underwriting and timing) risk and be exposed 
to a reasonable possibility of a significant loss on the reinsurance contract 
or 


= Substantially all of the insurance risk on the reinsured portions of the 
underlying insurance. 


Judgment is required in determining what is a reasonable possibility and 
what is a significant loss. Neither SFAS No. 113 (1992) nor SSAP No. 62 
(2000) explicitly states whether the required probability is inversely related 
to the significance of the possible loss, although this makes sense econom- 
ically and in practice appears to be the case for reinsurance involving low 
frequency but large losses such as catastrophe reinsurance. These criteria 
are to be evaluated at the level of individual reinsurance contracts, not at 
the level of all the ceding insurer’s contracts with one or all of its reinsurers 
collectively. However, as discussed, if other legally binding contracts or agree- 
ments affect the risk transferred by a given reinsurance contract, then they 
should be treated as part of the reinsurance contract under GAAP and pro- 
hibit reinsurance accounting under SAP. 
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The reinsurer’s loss reflects only the amount and timing of cash flows 
between the ceding insurer and reinsurer arising from the reinsurance con- 
tract, not investment or other losses arising outside the reinsurance contract. 
The significance of a potential loss is to be assessed relative to the net pres- 
ent value of gross premiums expected to be received by the reinsurer. Gross 
premiums are used even if the reinsurance contract allows for netting of 
premiums to be received by the reinsurer against ceding commissions made 
by the reinsurer or for the ceding insurer to withhold funds. 

As discussed, for many types of insurance the 10-10 rule often is used 
to apply these judgmental criteria. This rule is conceptually problematic 
because it does not recognize that different types of underlying insurance 
vary in both the probability and magnitude of the loss that can be trans- 
ferred to the reinsurer. For example, catastrophe insurance often exhibits 
a below-10% probability of a very large loss; for this reason, the rule is gener- 
ally not used for catastrophe reinsurance. Similarly, less risky and more 
diversifiable automobile property insurance is unlikely to yield losses greater 
than 10%. 

To illustrate how the criteria and rules of thumb work in practice, con- 
sider the excess-of-loss policy with x = 5 in the previous numerical example. 
The reinsurer experiences a loss on that policy only when it must make a 
claim payment of $55 (present value $34.15), which occurs the 90% of the 
time that claims on the underlying insurance are either $100 or $150. This 
payment yields a present-valued loss for the reinsurer of $3.10 (premium 
of $41.05 minus ceding commission of $10 minus present value of claim 
payment of $34.15), which is less than 10% of the gross premium of $41.05, 
and so the 10-10 rule is not met. This loss is almost exactly 10% of the pre- 
mium net of the ceding commission, however, and so by eliminating the 
ceding commission and reducing the premium by the same amount, this policy 
would just about meet this rule of thumb. 

In contrast, the quota-share policy and the excess-of-loss policies with 
x from 0 to 4 meet this rule of thumb even using gross premiums of $41.05. 
These policies experience a greater-than-10% loss the 10% of the time that 
claims on the underlying insurance are $150. 

For the ceding insurer to obtain reinsurance accounting, the reinsurer 
must bear both underwriting and timing risk, not just one of these. For the 
reinsurer to be deemed to bear timing risk, the reinsurance contract should 
not include provisions that allow the reinsurer to delay payment to the ceding 
insurer. In the previous numerical example, there is no timing risk on the 
underlying insurance since it is known that claims will be paid in five years, 
and so the reinsurance also has no timing risk. SFAS No. 113 (1992) and SSAP 
No. 62 (2000) do not explicitly consider the (unusual) case where the under- 
lying insurance has no timing risk. In the illustrations based on the numerical 
example to follow, it is assumed that these standards allow reinsurance account- 
ing as long as the reinsurance transfers sufficient of the underwriting risk of 
the underlying insurance. 
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In addition to these risk-transfer criteria, SSAP No. 62 (2000) includes 
several requirements regarding the specification of the reinsurance contract 
that address regulatory concerns. For example, the contract must contain 
an acceptable clause specifying the reinsurer’s responsibilities in the event 
of the ceding insurer’s bankruptcy, and it must specify that claim reports 
will be made to the reinsurer on a quarterly basis and recoveries must occur 
without delay. 


GAAP Accounting for Reinsurance Premiums and Recoveries 


The specific type of reinsurance accounting required under SFAS No. 113 
(1992) depends on whether the reinsurance is retroactive or prospective, 
whether the underlying insurance is short or long duration, and, if the under- 
lying insurance is long duration, whether the reinsurance is short or long 
duration. Reinsurance accounting differs for retroactive and prospective rein- 
surance for three main reasons: 


1. At inception, the ceding insurer records a reinsurance recoverable asset 
for retroactive reinsurance but a prepaid reinsurance asset for prospec- 
tive reinsurance on the balance sheet. 


2. Retroactive insurance raises the possibility that the reinsurance recov- 
erable differs from the loss reserves for the underlying insurance, yielding 
an implied gain or loss for the ceding insurer that must be either deferred 
or recognized immediately. 


3. There is no netting of retroactive reinsurance premiums against premium 
revenue for the underlying insurance on the ceding insurer’s income state- 
ment because the insured events have already occurred and so the ceding 
insurer has already earned premium revenue. 


Reinsurance accounting differs based on the durations of the underly- 
ing insurance and the reinsurance because these durations affect the period 
over which the prepaid reinsurance asset and any deferred gain or loss should 
be amortized. 

SFAS No. 113 (1992) provides guidance for four cases: 


1. The underlying insurance is short duration and the reinsurance is retroac- 
tive. 

2. The underlying insurance is short duration and the reinsurance is pro- 
spective. 


3. The underlying insurance is long duration and the reinsurance is short 
duration. 


4. The underlying insurance is long duration and the reinsurance is long 
duration. 


Because an implied gain often results from retroactive insurance, the first 
case is of the most concern and so receives the most detailed guidance. Since 
PC insurance almost always is short duration, the third and fourth cases 
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generally involve life reinsurance. Reflecting this chapter’s focus on PC rein- 
surance, the accounting is described in detail for the first two cases and briefly 
for the other two cases. 

The excess-of-loss policy with x = 0 in the numerical example is used 
to illustrate reinsurance accounting. As discussed, this policy clearly meets 
the risk-transfer criteria for reinsurance accounting and so should be accounted 
for as reinsurance of a short-duration policy. In these illustrations, income 
is calculated for the first half the current year (rather than the entire year) 
in order to illustrate differences in GAAP and SAP accounting for policy 
acquisition costs and/or ceding commissions. Most of these differences disap- 
pear by the end of the current year, because these costs and/or commissions 
are fully reflected in income by that time. 


Underlying Insurance Is Short Duration and the Reinsurance Is Retroac- 
tive. In this case, the ceding insurer records the reinsurance premium paid 
as a reinsurance recoverable, making certain adjustments either to that account 
or to loss reserves for any difference between the reinsurance premium and 
loss reserves for the reinsured portion of the underlying insurance. If the 
reinsurance premium paid is less than the loss reserves for the reinsured 
portion of the underlying insurance, as is usually the case when the under- 
lying insurance is long-tailed, then an additional reinsurance recoverable and 
deferred gain are recorded for the difference. The deferred gain is amortized 
into loss expense (reducing it) over the period that reinsurance settlements 
are expected to settle. The deferred gain should be amortized using the effec- 
tive interest method if the amount and timing of recoveries can be reasonably 
estimated and in proportion to actual recoveries otherwise. Larger implied 
gains tend to be amortized over longer settlement periods, because the rein- 
surance premium falls with the time until settlement due to the time value 
of money, all else being equal. 

If instead the premium paid is greater than the loss reserves for the rein- 
sured portion of the underlying insurance, then either the reinsurance 
recoverable should be reduced or additional loss reserves recorded for the 
difference and loss expense recorded immediately. Implied losses are recog- 
nized immediately because they suggest the ceding insurer has inadequately 
reserved for the underlying insurance. 

To illustrate this accounting, assume the insured events occur in the prior 
year, so that the excess-of-loss policy with x = 0 is retroactive. The ceding 
insurer’s journal entry for its premium payment at the inception of the rein- 
surance contract at the beginning of the current year is: 


Reinsurance recoverable (+ asset) 50 
Cash (— asset) 41.05 
Deferred gain (+ liability) 8.95 


Applying effective interest amortization on an annual basis, the amor- 
tization of the deferred gain in the first half of the current year is $8.95 x 
(1/1.19)/(1/1.1 + 1/1.12 + ... + 1/1.19)/2 = $.73, which yields a balance for 
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the deferred gain of $8.22. The journal entry to record the amortization of 
the deferred gain for the first half of the current year is: 


Deferred gain (— liability) T3 


Loss expense (+ income) L3 


When the ceding insurer learns at the end of the third year that the claim 
payment will be $150 and so the reinsurer will pay $100, not $50, rein- 
surance recoverables increase and loss expense is reduced by $50: 


Reinsurance recoverable (+ asset) 50 


Loss expense (+ income) 50 


Underlying Insurance Is Short Duration and the Reinsurance Is Prospec- 
tive. In this case, the ceding insurer records the premium paid as prepaid 
reinsurance and amortizes this asset over the period covered by the rein- 
surance contract in proportion to the insurance protection provided. As 
insured events occur, the ceding insurer records an undiscounted reinsur- 
ance recoverable for the expected recoveries from the reinsurer. 

To illustrate this accounting, assume the insured events occur in the 
current year, so that the excess-of-loss policy with x = 0 is prospective. The 
journal entry for the reinsurance premium at inception of the reinsurance 
contract at the beginning of the current year is: 


Prepaid reinsurance (+ asset) 41.05 
Cash (— asset) 41.05 


Since the insured events occur evenly over the current year, in the first 
half of the current year half of prepaid reinsurance is amortized into premium 
revenue (reducing it) and an undiscounted reinsurance recoverable for half 
the expected claim payment and a reduction of loss expense are recorded: 


Premium revenue (— income) 20.52 

Prepaid reinsurance (— asset) 20.52 
Reinsurance recoverable (+ asset) 25 

Loss expense (+ income) 25 


The journal entry when the ceding insurer learns at the end of the third 
year that the claim payment will be $150 and so the reinsurer will pay $100, 
not $50, is the same as in the prior case of retroactive reinsurance. 


Underlying Insurance Is Long Duration. In both of these cases, the ceding 
insurer records a prepaid reinsurance asset for the estimated costs of the 
reinsurance. Reflecting the long duration of the underlying insurance, these 
estimated costs include the premium paid at inception plus any difference 
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between the recorded liability for the underlying insurance and the premium 
paid. The ceding insurer amortizes this cost into premium revenue over the 
period covered by the reinsurance contract if the reinsurance is short dura- 
tion and over the period covered by the underlying insurance if the reinsur- 
ance is long duration. SFAS No. 113 (1992) does not distinguish prospective 
and retroactive reinsurance of long-duration insurance, presumably because 
this reinsurance generally is primarily prospective. It does state that if prac- 
ticable retroactive and prospective provisions within a single reinsurance 
contract should be accounted for separately, however. 


GAAP Accounting for Ceding Commissions 


Under SFAS No. 113 (1992), the accounting for ceding commissions that rep- 
resent recovery of acquisition costs is the same regardless of the natures of 
the underlying insurance and the reinsurance as long as the reinsurance qual- 
ifies for reinsurance accounting. Specifically, the ceding insurer reduces DPAC 
by the amount of the ceding commission and amortizes the remaining net 
DPAC in proportion to “net revenue” recognized. For prospective reinsur- 
ance, net revenue is net premiums earned and net DPAC is amortized over 
the coverage period of the underlying insurance. For retroactive reinsurance, 
however, the ceding insurer has fully recorded the net premiums earned on 
the underlying insurance before the inception of the reinsurance. Hence, it 
is not clear what net revenue includes; the most likely suspect is plus the 
amortization of the deferred gain or minus the loss assuming one of these 
amounts is nonzero. For retroactive reinsurance, the ceding insurer also 
has fully amortized the DPAC for the underlying insurance before the incep- 
tion of the reinsurance, and so the net DPAC to be amortized equals minus 
the ceding commission. 

Again using the excess-of-loss policy with x = 0 in the numerical exam- 
ple to illustrate the accounting, the journal entry for the ceding commission 
at the inception of the policy is: 


Cash (+ asset) 10 
DPAC (— asset) 10 


When reinsurance is prospective, DPAC is amortized over the coverage 
period of the underlying insurance in proportion to net premiums earned, 
yielding this journal entry for the reduction of DPAC amortization in the 
first half of the current year: 


DPAC (+ asset) 5 


DPAC amortization (+ income) 5 


When the reinsurance is retroactive, the reduction of DPAC is assumed 
to be amortized over the settlement period of the reinsurance in proportion 
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to the amortization of the deferred gain, which yields this journal entry in the 
first half of the of the current year: 


DPAC (+ asset) 82 
DPAC amortization (+ income) 82 


As demonstrated in the section “Comparing GAAP and SAP” a nice impli- 
cation of amortizing the deferred gain from retroactive reinsurance using 
the effective interest method and amortizing the reduction in DPAC from 
the ceding commission in proportion to the deferred gain is that the sum 
of the amortizations of the deferred gain and DPAC approximate in amount 
and timing the amount of foregone interest income on cash balances attrib- 
utable to the up-front payment of reinsurance premium less the ceding com- 
mission, so that retroactive reinsurance has approximately no effect on GAAP 
net income. In fact, this approximation is perfect if the interest rate used 
in the effective interest method is the same as the interest rate earned on cash 
balances. 


SAP Reinsurance Accounting 


SAP reinsurance accounting under SSAP No. 62 (2000) differs in five main 
respects from the GAAP reinsurance accounting just described: 


1. On the balance sheet, SAP requires that the economic reinsurance recov- 
erable asset associated with unpaid losses on the underlying insurance 
be netted against the loss reserves for the underlying insurance for 
prospective reinsurance and recorded as a contra-liability for retroactive 
reinsurance. Because retroactive reinsurance is potentially subject to 
abuse, this contra-liability is recorded in “aggregate write-ins for liabil- 
ities” rather than directly contra to loss reserves. (Relatedly, all disclosures 
pertaining to loss reserves in the statutory reports are gross of this contra- 
liability.) 

2. On the balance sheet, SAP requires that prepaid prospective reinsurance 
premiums be netted against the unearned premiums liability for the under- 
lying insurance. 


3. On the income statement, SAP requires that both gains and losses on the 
inception of retroactive reinsurance be recorded immediately, although 
these items are classified separately from loss expense in “aggregate write- 
ins for miscellaneous income.” 


4. On the balance sheet, SAP requires that retroactive reinsurance gains 
be recorded in restricted special surplus (upon which the ceding insurer 
cannot pay dividends) until the claim payments paid by the reinsurer 
exceed the premium paid by ceding insurer. 


5. On the income statement, SAP requires that ceding commissions imme- 
diately reduce acquisition cost expense. 
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In addition, SSAP No. 62 (2000) requires (with some exceptions) that 
reinsurance contracts not produced in written form with nine months of the 
inception of the contract be accounted for as retroactive reinsurance. 

To illustrate this accounting, consider the excess-of-loss policy with x 
= 0. Assume the insured events occur in the prior year, so that the reinsur- 
ance is retroactive. At the inception of the reinsurance contract, the ceding 
insurer records: 


Contra-liability for retroactive reinsurance 


(— liability) 50 
Cash (— asset) 41.05 
Gain on retroactive reinsurance (+ income) 8.95 


At the end of the accounting period, this gain is closed out to restricted special 
surplus where it remains until the ceding insurer recovers on the reinsur- 
ance in the fifth year: 


Gain on retroactive reinsurance (close out income) 8.95 


Special surplus on retroactive reinsurance 
(+ restricted surplus) 8.95 


Assume instead the insured events occur in the current year, so that the 
reinsurance is prospective. The reinsurance premium paid at the inception 
of the contract reduces the unearned premiums liability for the underlying 
insurance: 


Unearned premiums (— liability) 41.05 
Cash (— asset) 41.05 


As insured events occur, the ceding insurer records reductions of pre- 
mium revenue and loss expense and adjusts the balance sheet accounts for 
the underlying insurance. In the first half of the current year, the journal entries 
are: 


Premium revenue (— income) 20.52 
Unearned premiums (+ liability) 20.52 
Loss reserves (— liabilities) 25 
Loss expense (+ income) 25 


Regardless of whether the reinsurance is retroactive or prospective, when 
the ceding insurer receives the ceding commission at inception, SAP requires 
that this commission be recorded as a reduction of acquisition cost expense: 


Cash (+ asset) 10 


Acquisition cost expense (+ income) 10 
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Comparing GAAP and SAP 


GAAP and SAP accounting for the numerical example are summarized in 
Exhibit 16.4 for the retroactive-reinsurance case and Exhibit 16.5 for the 
prospective-reinsurance case. Both exhibits include the effects of the under- 
lying insurance, the reinsurance, and interest on cash balances in the current 
year on financial and statutory reports. No interest is accrued on cash balances 
in the prior year for the retroactive-reinsurance case, however, in order to 
ease comparisons with the prospective-reinsurance case. 

In Exhibit 16.4, the effects of the underlying insurance appear on the 
GAAP and SAP income statements for the prior year, while the effects of the 
retroactive reinsurance appear (along with interest on cash balances) on the 
income statements for the current year. In contrast, in Exhibit 16.5, the effects 
of the underlying insurance and the prospective reinsurance both appear on 
the income statements for the current year. To indicate clearly the effects of 
reinsurance, with- and without-reinsurance financial statements are provided 
in separate columns in each exhibit. 

In the retroactive-reinsurance case summarized in Exhibit 16.4, the 
GAAP and SAP prior year income statements are identical, because acqui- 
sition costs for the underlying insurance are fully expensed prior to the 
inception of retroactive reinsurance and loss reserves for the underlying insur- 
ance are assumed to be identical for GAAP and SAP. In the first half of the 
current year, the ceding insurer’s SAP income with reinsurance is $17.40 
higher than its SAP income without reinsurance or its GAAP income with 
or without reinsurance, reflecting the enhancing effect of retroactive rein- 
surance on the ceding insurer’s SAP financial statements. The difference 
between SAP and GAAP income with reinsurance is attributable in part to 
the entire $8.95 gain on retroactive reinsurance being recognized immedi- 
ately in SAP income while only $.73 amortization of this gain is recognized 
in GAAP income during the period, and in part to the entire $10 ceding 
commission decreasing SAP policy acquisition costs immediately while only 
$.82 of this commission decreases GAAP DPAC amortization during this 
period. These differences carry over to the ceding insurer’s ending balance 
sheet, with statutory surplus with reinsurance being $17.40 higher than statu- 
tory surplus without reinsurance or retained earnings with or without 
reinsurance, although $8.95 of this higher statutory surplus is restricted. In 
addition, the ceding insurer’s liabilities are $58.22 higher on the GAAP with 
reinsurance ending balance sheet than on the SAP with reinsurance ending 
balance sheet, primarily because of the gross (net) presentation of reinsur- 
ance under GAAP (SAP), but also because of the deferred gain on retroactive 
reinsurance liability on the GAAP balance sheet. As mentioned earlier, 
retroactive reinsurance has no net effect on GAAP income in the first half 
of the current year or on ending retained earnings, because the amortiza- 
tion of the deferred gain and reduction of DPAC amortization from reinsur- 
ance exactly offset the foregone interest revenue on cash balances resulting 
from the net consideration paid for the reinsurance. 
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EXHIBIT 16.4 Comparison of GAAP and SAP Reinsurance Accounting 
for Example of Retroactive Excess-of-Loss Policy with x = 0 


GAAP SAP 
Without With Without With 
Reins. Reins. Reins. Reins 
Income statement prior year (a): 
Net premiums earned 82.09 m 82.09 = 
— Loss expense (100) — (100) — 
— DPAC amortization (GAAP) or 
Acquisition cost expense (SAP) (20) — (20) — 
Net income (37.91) — (37.91) = 
Income statement first half of 
current year: 
Net premiums earned (0) 0 0 0 
+ Interest revenue on cash balances 3.10 1.55 3.10 1.55 
+ Amortization of deferred 
gain (GAAP) or Gain (SAP) on 
retroactive reinsurance — .73 — 8.95 
— DPAC amortization (GAAP) (b) or 
Acquisition cost expense (SAP) 0 82 0 10 
Net income 3.10 3.10 3.10 20.50 
Balance sheet end of first half of 
current year: 
Cash 65.19 32.60 65.19 32.60 
Reinsurance recoverable 0 50 — — 
DPAC (b) 0 (9.18) — — 
Total assets 65.19 73.42 65.19 32.60 
Loss reserves 100 100 100 100 
Contra-liability for retroactive 
reinsurance — — (0) (50) 
Deferred gain on retroactive 
reinsurance 0 8.22 — — 
Total liabilities 100 108.22 100 50 
Retained earnings (GAAP) or 
statutory surplus (SAP) (34.80) (34.80) (34.80) (17.40) 


(a) No interest revenue on cash balances is recorded in the prior year to make the 
retroactive and prospective-reinsurance cases as comparable as possible. 


(b) DPAC is negative on the ending balance sheet because DPAC on the underlying 
insurance is fully amortized before the inception of the reinsurance. The reduction of 
DPAC amortization from the ceding commission is assumed to be in proportion to 


the amortization of the deferred gain. 
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EXHIBIT 16.5 Comparison of GAAP and SAP Reinsurance Accounting for 
Example of Prospective Excess-of-Loss Policy with x = 0 


GAAP SAP 
Without With Without With 
Reins. Reins. Reins. Reins. 

Income statement first half of 
current year: 
Net premiums earned 41.05 20.52 41.05 20.52 
+ Interest revenue on cash balances 3.10 1.55 3.10 1.55 
— Loss and LAE expense (50) (25) (50) (25) 
— DPAC amortization (GAAP) or 

Acquisition cost expense (SAP) (10) (5) (20) (10) 

Net income (15.85) (7.93) (25.85) (12.93) 
Balance sheets end of first half of 
currernt year: 
Cash 65.19 32.60 65.19 32.60 
Prepaid reinsurance 0 20.52 = = 
Reinsurance recoverable 0 25 — — 
DPAC 10 5 — — 

Total assets 75.19 83.12 65.19 32.60 
Loss reserves 50 50 50 25 
Unearned premiums 41.05 41.05 41.05 20.52 

Total liabilities 91.05 91.05 91.05 45.52 
Retained earnings or statutory 

surplus (15.85) (7.93) (25.85) (12.93) 


In the prospective-reinsurance case summarized in Exhibit 16.5, the 
GAAP and SAP income statements for the first six months of the current year 
differ only in the amount of acquisition costs that are expensed. SAP expenses 
all of the net acquisition costs of $20 in the without-reinsurance case and of 
$10 in the with-reinsurance case, while in each case GAAP records only half 
as much DPAC amortization. As a result, net income is higher under GAAP 
than SAP by $10 in the without-reinsurance case and by $5 in the with- 
reinsurance case. Despite this, prospective reinsurance enhances SAP net 
income more than it does GAAP net income, by reversing $10 of SAP acquisi- 
tion costs rather than $5 of GAAP DPAC amortization. These differences again 
carry over to the ceding insurer’s ending balance sheet, with GAAP retained 
earnings being $10 ($5) higher than statutory surplus in the without- (with-) 
reinsurance cases. In addition, in the with-reinsurance case, on the ending 
balance sheets the ceding insurer’s liabilities are twice as large for GAAP than 
SAP due to the gross (net) presentation of reinsurance under GAAP (SAP). 
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Comparison of the retroactive-reinsurance case in Exhibit 16.4 to the 
prospective-reinsurance case in Exhibit 16.5 shows that that the retroactive 
reinsurance has a much stronger enhancing effect on statutory statements 
in the period of the inception of the reinsurance than does the prospective 
reinsurance because of the immediate recognition of the gain required under 
SAP. The effect of prospective reinsurance on statutory statements is still 
nontrivially enhancing, however, because the extreme conservatism of SAP 
expensing of policy acquisition costs is reversed. Retroactive reinsurance does 
not have any effect on GAAP net income, while prospective reinsurance 
enhances GAAP net income only by reducing the size of the insurer and thus 
the size of the loss resulting from the temporal mismatching of insurance 
expense on the underlying insurance and investment income under SFAS 
No. 60 (1982) discussed in Chapter 14. Specifically, insurance expense on 
the underlying insurance is earned over the one-year coverage period of that 
insurance, while investment income is earned over the five-year tail of the 
underlying insurance. 


Accounting for Retrospectively Rated Reinsurance Contracts 


Retrospectively rated reinsurance contracts create rights or obligations for 
the ceding insurer as a result of the reinsurer’s past profit on the contract. 
Emerging Issues Task Force (EITF) 93-6, Accounting for Multiple-Year Retro- 
spectively Rated Contracts by Ceding and Assuming Enterprises, and SSAP 
No. 62 (2000) specify similar though not identical accounting for these rights 
and obligations. (EITF issues are first discussed in the year indicated by their 
first two digits.) EITF 93-6’s requirements are described in this section, with 
the main way that SSAP No. 62’s (2000) requirements differ indicated. 

EITF 93-6 requires that, in addition to the risk-transfer criteria for rein- 
surance accounting described earlier, the amounts of premiums the ceding 
insurer is expected to pay under a retrospectively rated reinsurance contract 
must be reasonably estimable and allocable to the reinsurance coverage 
provided over the term of the contract. Otherwise, the contract is deemed 
substantively a financing, and deposit accounting is required. 

If all the criteria for reinsurance accounting are met, then, in addition to 
the normal working of reinsurance accounting described, EITF 93-6 requires 
the ceding insurer to record assets (liabilities) to the extent that it expects 
to receive (pay) incremental cash or other consideration as a result of the 
contractual, obligatory, retrospectively rated features of the contract. Increases 
and decreases in future coverage should be treated the same way as the receipt 
or payment of cash or other consideration. The accrual of assets and liabil- 
ities under EITF 93-6 reduces the smoothing of the ceding insurer’s income 
resulting from reinsurance accounting. 

Under EITF 93-6, the ceding insurer may assume that the reinsurance 
will be terminated early, which tends to reduce the amounts of these assets 
and liabilities. This assumption may not be made under SSAP No. 62 (2000). 
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Accounting for Funds-Withheld Contracts 


At the inception of a fully funds-withheld reinsurance contract, the only cash 
that changes hands between the ceding insurer and the reinsurer usually is 
some portion of the reinsurer’s fee. If the contract is also finite, little cash 
usually changes hands after inception as well. Despite this, if the contract 
meets the risk-transfer criteria for reinsurance accounting, under both finan- 
cial reporting practice (because SFAS No. 113 [1992] does not specify the 
accounting for funds-withheld contracts) and SAP, at inception the ceding 
insurer recognizes a funds-withheld liability for the amount it would contrac- 
tually owe the reinsurer had funds not been withheld. Under financial reporting 
practice, the ceding insurer also records “prepaid” reinsurance (for prospec- 
tive reinsurance) or a reinsurance recoverable (for retroactive reinsurance). 
Under SAP, the ceding insurer also records a reduction of loss reserves (for 
prospective reinsurance) or a contra-liability (for retroactive reinsurance). 
Given that the ceding insurer is not exposed to the reinsurer’s credit risk 
on these reinsurance assets, the gross presentation of this asset under finan- 
cial reporting practice is not necessarily preferable to the net or contra- 
liability presentation under SAP, especially when the reinsurance is also finite 
so that there is little insurance risk transfer as well. 

After inception, the accounting for a funds-withheld liability follows the 
contractual specification of this liability, which usually is similar to an expe- 
rience account. In particular, this liability typically increases by contractually 
specified reinsurance premiums and interest and decreases by payouts of claims. 
Retrospective-rating, commutation, and other contractual provisions may affect 
the funds-withheld liability. 

An example of an actual funds-withheld reinsurance transaction and its 
effects of financial and statutory report numbers is provided in the “Sample 
Disclosure of a Significant Reinsurance Transaction” section and Exhibit 16.6. 


Deposit Accounting 


If reinsurance does not qualify for reinsurance accounting, then the ceding 
insurer accounts for it as a deposit. The ceding insurer’s deposit balance 
initially equals the net consideration paid. Over time, this balance must incor- 
porate any changes in expected recoveries from the reinsurer and the time 
value of money. 

American Institute of Certified Public Accountants (AICPA) Statement 
of Position (SOP) No. 98-7, Deposit Accounting: Accounting for Insurance 
and Reinsurance Contracts that Do Not Transfer Insurance Risk, is the primary 
source of GAAP guidance on deposit accounting. (AICPA SOPs are issued in 
the year indicated by their first two digits.) SAP deposit accounting (SSAP 
No. 75, Reinsurance Deposit Accounting [2001)) is again similar but not iden- 
tical. This section describes and illustrates using the numerical example SOP 
No. 98-7’s deposit accounting, again indicating the main way that SSAP No. 
75’s (2001) requirements differ. 
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Depending on the risks borne by the reinsurer, SOP No. 98-7 requires 
one of two main types of deposit accounting by the ceding insurer. (A third 
type is required when the risk transferred is indeterminate.) The first and 
more common type is like bank deposit accounting modified to accommo- 
date any risk transferred to the reinsurer. This type is used if the reinsurer 
does not bear significant underwriting risk, which could occur either because 
it does not bear any significant insurance risk or because it bears only signif- 
icant timing risk. In this case, at inception the balance of the deposit asset 
equals the net consideration paid, and an effective yield is calculated that 
equates that balance to the expected recoveries from the reinsurer. As the 
ceding insurer’s expectations of these recoveries change over time, the effec- 
tive yield is recalculated as of the inception of the reinsurance contract so 
that the balance of the deposit asset at inception continues to equal the pres- 
ent value of the currently expected receipts. The balance of the deposit asset 
in any period after inception equals the present value of the expected future 
receipts using the most recently calculated effective yield. All changes in the 
balance of the deposit asset, whether due to the passage of time applying a 
given expected yield or to changes in the effective yield, are classified as inter- 
est revenue or expense on the income statement, reflecting the idea that such 
reinsurance is substantively financing. 

To illustrate this type of deposit accounting, assume the excess-of-loss 
policy with x = 5 in the previous numerical example is determined not to 
transfer underwriting risk. At initiation the ceding insurer records the net 
consideration paid as a deposit asset: 


Deposit (+ asset) 31.05 
Cash (— asset) 31.05 


The initial effective yield is 10%. Using that interest rate, interest revenue 
in the current year equals $3.10, and the ceding insurer records an increase 
in the deposit asset for that amount: 


Deposit (+ asset) 3.10 


Interest revenue (+ income) 3.10 


After accruing interest revenue at 10% for the three years, the balance 
of the deposit is $41.32 = $50/1.17. Assume that at that time the ceding 
insurer learns that the claim payment will be $150 and so the reinsurer will 
pay $55. The effective yield as of the time of inception of the reinsurance 
contract is recalculated to be 12.12%. At this yield, the balance of the deposit 
at the end of the third year should be $43.75 = $55/1.1212%, $2.44 higher, 
yielding the journal entry: 


Deposit (+ asset) 2.44 


Interest revenue (+ income) 2.44 
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The second type of deposit accounting is like insurance accounting modi- 
fied to take into account the time value of money. This type is used if the 
reinsurer bears significant underwriting risk but not significant timing risk, 
which could occur because there are contractual provisions that delay timely 
payments from the reinsurer to the ceding insurer. This type of accounting 
depends on whether an insured event covered under the reinsurance contract 
has not yet occurred (i.e., for prospective reinsurance before an insured event 
occurs) or has already occurred (i.e., for retroactive reinsurance through- 
out the contract term and for prospective reinsurance after an insured event 
occurs). If an insured event has not occurred at inception, then the balance 
of the ceding insurer’s deposit asset at inception equals the net considera- 
tion paid, and this balance is amortized over the contract term like prepaid 
insurance. If insured events have occurred prior to inception or whenever 
changes in expected recoveries occur, the deposit asset is (re)measured as 
the present value of the expected net recoveries from the reinsurer using 
the current rate on U.S. government obligations with similar cash flow char- 
acteristics as those expected receipts plus any remaining unamortized prepaid 
insurance. Changes in the value of the deposit asset, whether due to the pas- 
sage of time or to unexpected changes in net recoveries, are classified as 
adjustments to loss expense, like insurance, reflecting the transfer of under- 
writing risk by this reinsurance. Like accounting for insurance under SFAS 
No. 60 (1982) and SAP, this approach does not properly classify the nontriv- 
ial financing (e.g., interest) aspects of this reinsurance, however. In contrast, 
SSAP No. 75 (2001) requires changes in the deposit asset to be classified as 
interest. 

To illustrate this type of deposit accounting, assume the excess-of-loss 
policy with x =5 in the numerical example is deemed to transfer underwriting 
risk but not timing risk. The appropriate government bond rate equals 10%. 
Assume the insured event has already occurred at inception, so the prepaid 
reinsurance phase of deposit accounting does not occur. The ceding insurer 
records a deposit asset for the net consideration paid: 


Deposit (+ asset) 31.05 
Cash (— asset) 31.05 


This deposit accrues interest at 10% each year. For example, in the current 
year, the ceding insurer accrues interest of $3.10 and records: 


Deposit (+ asset) 3.10 


Loss expense (+ income) 3.10 


The balance of the deposit at the end of the third year would be $41.32 
= $50/1.12. Again assume that at that time the ceding insurer learns that 
the claim payment will be $150 and so the reinsurer will pay $55. The balance 
of the deposit at the end of year 3 should be $45.45 = $55/1.12, $4.13 
higher, yielding the journal entry: 
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Deposit (+ asset) 4.13 


Loss expense (+ income) 4.13 


SOP No. 98-7 also requires distinct accounting for reinsurance contracts 
with indeterminate risk, meaning that the terms of contract are uncertain 
or there is insufficient information to reasonably estimate and allocate premi- 
ums over the (potentially unknown) coverage period. No income is recorded 
on these contracts until the sufficient information becomes available to 
reasonably estimate and allocate premiums, at which point the appropriate 
type of deposit accounting should be used. 


REINSURANCE DISCLOSURES AND ANALYSIS 


Disclosures in Financial Reports 


Ceding insurers are required to make various disclosures about reinsurance 
in financial reports. SEAS No. 113 (1992) requires disclosures of the nature 
and purpose of reinsurance and encourages disclosures about the extent to 
which reinsurance contracts transfer insurance risk. SEC Securities Act Indus- 
try Guide 6 requires management to discuss these issues in its description 
of the business: 


m Reinsurance transactions (including “swaps” of reserves, loss portfolio 
transfers, etc.) that have a material effect on earnings or loss reserves 


m The nature of recent changes in the terms under which reinsurance is 
ceded to reinsurers 


m Changes in payment patterns due to loss portfolio transfers, structured 
settlements, and other transactions and circumstances 


These disclosures constitute the only significant mandated information 
about finite reinsurance in financial reports. 

SFAS No. 113 (1992) requires disclosures of premiums written and earned 
from reinsurance ceded and assumed. It also requires disclosure of recov- 
eries under reinsurance contracts, while SOP No. 94-5, Disclosures of Certain 
Matters in the Financial Statements of Insurance Enterprises, and Regula- 
tion S-X require disclosure of the amounts or reinsurance recoverable for 
unpaid losses and for paid losses, respectively. SFAS No. 113 (1992) requires 
disclosure of concentration of credit risk with particular reinsurers. The use- 
fulness of these disclosures for evaluating insurers’ reinsurance coverage is 
discussed later. 

SOP No. 98-7 requires various disclosures about (re)insurance accounted 
for as a deposit, including descriptions of the contracts involved, the amounts 
of deposit assets and liabilities, and the changes in deposit balances due to 
(1) adjustment to loss expense, (2) interest revenue or expense, (3) amorti- 
zation of coverage provided, and (4) changes in expected receipts and pay- 
ments. Although these disclosures provide some indication of the use of finite 
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reinsurance by the ceding insurer, the reinsurance described in these disclo- 
sures is not generally accounting-motivated because it is accounted for as a 
deposit. 


Disclosures in Statutory Reports 


Statutory reports contain various schedules and other information pertain- 
ing to reinsurance. Schedule F, Parts 1 to 3, provides information about the 
effects of ceded reinsurance on the main insurance assets, liabilities, revenues, 
and expenses that is similar to but somewhat more detailed than the infor- 
mation provided in financial reports. 

Statutory reports provide considerable information about the credit risk 
of and credit losses on reinsurance recoverables, a significant regulatory con- 
cern in part because of the netting of recoverables for prospective reinsurance 
against loss reserves in statutory reports. Specifically, Schedule F, Parts 4 
to 7, provides information about the aging of and provisions for losses on 
reinsurance recoverables. The reinsurance footnote reports reinsurance recov- 
erables by reinsurer that are unsecured or in dispute if they meet certain 
materiality thresholds as well as all reinsurance recoverables by reinsurer 
that are deemed uncollectible. 

Statutory reports provide considerable information about retroactive 
reinsurance in addition to the write-ins on statutory balance sheets and 
income statements discussed above. The reinsurance footnote reports these 
amounts for each of the beginning of the year, the changes during the year, 
and the end of the year: the amount of loss reserves transferred at the incep- 
tion of retroactive reinsurance contracts still outstanding, the consideration 
paid for those contracts, the reinsurance recoveries on those contracts, and 
the special surplus on those contracts. This footnote also reports the rein- 
surers, lines of business, and accident years involved in these transactions. 

Until recently, statutory reports contained only disjointed and at best 
suggestive bits of information about finite reinsurance. However, in Novem- 
ber 2005, the NAIC approved significant required disclosures for finite rein- 
surance in the general interrogatories including: 


m Whether the insurer has reinsured any risk under a quota share contract 
that includes a provision limiting the reinsurer’s loss below the stated 
quota share percentage 


m Whether the insurer has entered into any large ceded reinsurance contracts 


With a noncancellable term longer than two years or the provision 
that cancellation requires entering into a new reinsurance contract 


Involving aggregate stop-loss coverage 


With an unconditional or unilateral right by either party to commute 


With a provision designed to delay the timing of payments of rein- 
surance recoveries 


Reinsurance Disclosures and Analysis 489 


= Whether the insurer has accounted for a contract as reinsurance under 
GAAP but a deposit under SAP or vice versa 


If the insurer answers yes to any of these questions, then it must summa- 
rize the terms of the contracts, management’s principal objectives in entering 
into the contracts, and the aggregate financial statement impact of the contracts. 

Also in November 2005, the NAIC approved chief executive officer and 
chief financial officer attestation regarding the absence of written or oral 
side agreements and the required documentation of, proper accounting for, 
and internal control over finite reinsurance contracts. These enhanced disclo- 
sures first appeared in statutory reports filed in 2006. 


Analysis 


The user of financial reports should try to answer seven questions to assess 
a ceding PC insurer’s use of reinsurance: 


1. What are the risk and other economic characteristics of the underlying 
insurance? 


Line of business? 


Short- or long-tail? 


Frequency, magnitude, and predictability of losses? 


What is the need for reinsurance from a risk-management perspec- 
tive? 


2. What are the risk and other economic characteristics of the reinsurance? 


What layers of risk are retained by the ceding insurer and transferred 
to the reinsurer? 


Traditional or finite? 


- If finite, what contractual features make it so and how do they 
individually and collectively reduce the risk transfer involved? 


Retrospective or prospective? 

Funds withheld? 

3. What are the purposes of the reinsurance? 
Risk transfer? 


- If so, is the amount and nature of the risk transfer appropriate 
given the underlying insurance? 


Statutory surplus enhancement? 


- Due to undiscounted loss reserves for long-tailed underlying 
insurance and resulting gain on retroactive reinsurance? 


- Due to ceding commissions reducing acquisition costs? 


— So that the ceding insurer can grow, avoid decline of written 
premiums, or avoid regulatory scrutiny? 
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Reduction of statutory loss reserves and/or unearned premiums lia- 
bilities (solvency enhancement) due to net presentation of reinsurance? 


Financial report effects? 
- Earnings smoothing? 


— Offset loss reserve revisions from prior under-reserving for the 
underlying insurance? 


Other business purposes? 
- Allow managers to focus on new business? 
— Taxes? 


4. Is the accounting for the underlying insurance and the reinsurance in 
accordance with GAAP and SAP? 


If reinsurance accounting is used, are the risk-transfer criteria met? 


Is reinsurance being used as an excuse to under-reserve for the under- 
lying insurance? 
5. Is the accounting for the underlying insurance and the reinsurance eco- 
nomically descriptive? 
o For the underlying insurance 
- Are loss reserves discounted? 


— Are acquisition costs expensed immediately while premiums are 


deferred? 


For the reinsurance 


- Is the reinsurance so finite so that reinsurance accounting is not 
economically descriptive? 


-  Isthe accounting for the reinsurance consistent with the account- 
ing for the underlying insurance? 


6. What is the effect of the reinsurance on GAAP and SAP insurance ratios? 


7. How credit risky are the reinsurance recoverables? 


Are the reinsurers domestic or offshore? 


Are the reinsurers authorized or unauthorized? 


Are funds withheld by the ceding insurer? 


Are letters of credit or other collateral posted by the reinsurer? 


The effects of reinsurance on financial and statutory report numbers could 
be misleading either because the accounting is poor for either the underlying 
insurance or the reinsurance, or because the underlying insurance and rein- 
surance are accounted for inconsistently. The user of financial reports has 
various possible strategies to adjust financial and statutory statement numbers 
and the ratios that are based on these numbers for such misleading effects. 

First, the user of financial reports could reverse the effects of reinsur- 
ance accounting and account for reinsurance as a deposit. This makes sense 
when the underlying insurance is accounted for well and the reinsurance 


Reinsurance Disclosures and Analysis 491 


does not transfer much insurance risk but still is accounted for using reinsur- 
ance accounting. 

Second, the user could account better for the underlying insurance and 
make any adjustments to the accounting for the reinsurance that are neces- 
sary to maintain consistency. This makes sense whenever the accounting for 
the underlying insurance is poor, especially if the accounting for reinsurance 
is also poor as a result. For example, recording undiscounted loss reserves 
for short-duration but long-tailed underlying insurance does not capture the 
significant time-value-of-money considerations for this insurance. As shown 
in Chapter 14, users of financial reports can discount these loss reserves using 
the disclosed deferred tax asset resulting from discounting of loss reserves 
for tax purposes. If loss reserves for the underlying insurance were discounted, 
then retroactive reinsurance generally would yield smaller or no implied gains 
at inception, and so the user should also reverse any recognition of such gains. 
Ideally, the amounts and timing of the recognition of premium revenue, 
investment income, and the expensing of acquisition costs for both the under- 
lying insurance and the reinsurance should all be determined in a consistent 
fashion taking into account the time value of money. 

Third, in evaluating the significance of credit risk on reinsurance recov- 
erables, the user usually should adopt GAAP’s gross presentation of reinsurance 
recoverables because it reflects the fact that reinsurance does not eliminate 
the ceding insurer’s obligation to pay claims. As discussed, the main excep- 
tion to this rule occurs in the case of funds-withheld reinsurance. 


Sample Disclosure of a Significant Reinsurance Transaction 


Exhibit 16.6 contains Procentury Corp.’s disclosure in footnote 7 of its 2003 
Form 10-K filing of a retroactive funds-withheld reinsurance transaction 
engaged in by its insurance subsidiary Century Surety (Century). This trans- 
action was outstanding from 2001 to 2003, at which point it was commuted. 
Because this transaction is retroactive, similarly detailed disclosures can be 
found in the 2003 statutory reports of Century and two of its subsidiaries. 
The approximate total effect of the transaction on these statutory reports 
can easily be inferred from Procentury’s financial report disclosure above, 
however. The effects of the transaction on Procentury’s financial report num- 
bers and Century and its subsidiaries’s statutory report numbers for the years 
2001 to 2003 are summarized in Exhibit 16.7. 

As with the disclosure by CNA Financial discussed earlier, Procentury 
does not explicitly state that this transaction is finite, although it certainly 
appears to be so. Aside from being retroactive, after the fact the only involve- 
ment of the reinsurer during the term of the transaction is its receipt of initial 
consideration of $500,000 in 2001, an amount that appears to be its fee for 
providing Century with statutory surplus. Reflecting this fact, the total effect 
on Procentury’s GAAP income and Century’s SAP income over the term of 
the transaction is a reduction of $500,000. 
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EXHIBIT 16.6 Disclosure of Retroactive Funds-Withheld Reinsurance 
Transaction by Procentury Corp. in Its 2003 Form 10-K 
Filing, Footnote 7 


Effective January 1, 2001, Century entered into a retroactive reinsurance treaty 
with a nonaffiliated reinsurer covering losses occurring on or before January 1, 
2001, and unrecoverable reinsurance. The following activity occurred related to 


this reinsurance treaty: 


December 31 


2003 2002 2001 
Reserves transferred: 
Initial reserves $ 20,000,000 $20,000,000 $ 20,000,000 
Adjustments—prior years (6,120,273) 4,400,000 — 
Adjustments — current year (13,879,727) (10,520,273) 4,400,000 


Reinsurance recoverables on 
retroactive reinsurance, end 


of year $ — $13,879,727 $ 24,400,000 
Funds held: 
Consideration for reserves 

transferred $ 20,000,000 $ 20,000,000 $ 20,000,000 
Consideration paid in cash 

to reinsurer (500,000) (500,000) (500,000) 
Interest credited— prior years 2,108,908 877,500 — 
Interest credited — 

current year — 1,231,408 877,500 
Paid losses recovered— 

prior years (10,520,273) — — 
Adjustments — current year (11,088,635) (10,520,273) — 
Funds held under retroactive 

reinsurance contract, end 

of year $ — $11,088,635 $ 20,377,500 


Century paid initial consideration of $500,000, which was included as an offset 
to the funds held under retroactive reinsurance contract. Under the terms of the 
contract, the remaining consideration was maintained in a funds held account 
which accrued interest for the benefit of the reinsurer at a contracted annual rate 
of 6.0% and 4.5% during 2002 and 2001, respectively. 

The $4,400,000 of additional transferred reserves during 2001 resulted in 
a deferred gain on retroactive reinsurance. The deferred gain is being amortized 
over the settlement period using the interest method. No additional reserves 
were transferred in 2002. 

Interest on the funds held balance of $1,231,408 and $877,500 was recorded 
as other operating expenses during 2002 and 2001, respectively. This amount was 
substantially offset by amortization of the deferred retroactive reinsurance gain 
of $1,105,754 and $787,959 during 2002 and 2001, respectively, which was 
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EXHIBIT 16.6 (Continued) 


included in other operating expenses in the accompanying consolidated statements 
of operations. Paid losses of $10,520,273 were reimbursed to Century under this 
contract in 2002 through a reduction of the funds held balance. No paid losses 
were reimbursed to Century under this contract in 2001. 

Effective January 1, 2003, the retroactive reinsurance contract was commuted. 
The commutation resulted in a release of ceded reserves of $13,879,727, which 
was primarily offset by a release of the funds held account of $11,088,635 and 
the release of the remaining deferred retroactive reinsurance gain of $2,506,287. 
The net of these transactions resulted in a $284,805 pre-tax loss in 2003, which 
was recorded as an other operating expense in the accompanying 2003 statement 
of operations. 


The main effect of the transaction on Procentury’s financial report num- 
bers is to gross up reinsurance recoverables and the funds-withheld liability 
in 2001 and 2002. This gross presentation is problematic to the extent that 
Century withholds funds and so is not exposed to the credit risk of the rein- 
surer. The other effects of the transaction on Procentury’s financial report 
numbers summarized in Exhibit 16.6 are fairly minor and nonenhancing, 
because of the deferral of the $4.4 million implied gain on the inception of 
the reinsurance contract in 2001. In contrast, the transaction’s effects on 
Century’s statutory report numbers are far more enhancing in nature, due 
to the immediate recognition of the implied gain. In particular, the trans- 
action provides Century with statutory surplus of $3.522 million in 2001 
and $2.291 million in 2002. 

Given that the transaction is funds withheld and apparently finite, it is 
not clear that it has any business purpose beyond raising Century’s statu- 
tory capital. The natural approach for the user of financial reports is to 
eliminate the effects of the transaction on both its financial and statutory 
report except for the economic loss attributable to the $500,000 fee. For 
example, in 2001 reduce Century’s statutory surplus by $4.022 million, that 
is, the $3.522 million statutory surplus enhancement plus the $500,000 fee. 


EVOLUTION OF FINANCIAL REPORTING 
FOR REINSURANCE 


Even before the recent scrutiny of finite reinsurance transactions, financial 
accounting standard setters were well aware of the significant limitations 
of current GAAP for insurance and reinsurance and had plans to revisit that 
accounting. The International Accounting Standards Board (IASB) has taken 
the lead in the development, recently issuing the preliminary and generally 
underwhelming standard IFRS No. 4, Insurance Contracts (2004), and 
currently being involved in a second-phase project that is intended to address 
the tough issues. This project will become a joint project with the FASB after 
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EXHIBIT 16.7 Summary of the Effects of Procentury Corp.’s Retroactive 
Funds-Withheld Reinsurance Transaction on Its Financial and 
Statutory Report Numbers 


($ in thousands) 2003 2002 2001 


Effects on Procentury’s Financial 

Report Numbers: 

On income statement: 
Amortization of deferred gain on 


retroactive reinsurance — 1,106 788 
Loss on commutation (285) 
Interest expense — (1,231) (878) 
Pretax income (285) (125) (90) 
On ending balance sheet: 
Cash — — (500) 
Reinsurance recoverables — 13,880 24,400 
Funds withheld liability — 11,089 20,378 
Deferred gain — 2,506 3,612 
Total liabilities — 13,595 23,990 
Retained earnings (500) (215) (90) 
Effects of Century’s Statutory 
Report Numbers: 
On income statement: 
Gain on retroactive reinsurance — — 4,400 
Loss on commutation (2,791) — — 
Interest expense — (1,231) (878) 
Pretax income (2,791) (1,231) 3,522 
On ending balance sheet: 
Contra-liability for retroactive reinsurance — (13,880) (24,400) 
Funds withheld liability — 11,098 20,378 
Total liabilities — (2,782) (4,022) 
Statutory surplus (500) 2,291 3,522 


the IASB issues an initial discussion document, which is currently scheduled 
for the first quarter of 2007. In addition, the NAIC and state insurance regu- 
lators are working on outstanding proposals to change SAP. This section 
contains a brief summary of recent developments as well as likely future 
developments. 

IFRS No. 4 (2004) introduced two interesting changes into insurance 
accounting. First, it prohibits netting of revenues and expenses for reinsur- 
ance and the underlying insurance on the income statement. Although this 
does not change the total information provided in financial reports, it makes 
the effects of reinsurance more apparent on the income statement. It seems 
likely that this change eventually will find its way into U.S. GAAP. 
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Second, IFRS No. 4 (2004) permits (and in certain settings that may not 
exist anywhere currently requires) unbundling of the insurance (risk trans- 
fer) and financing (deposit) components of insurance contracts if they can 
be measured separately. This change is possibly a precursor of more signif- 
icant changes in GAAP and SAP. Specifically, despite the economic similarities 
between finite reinsurance and tranched securitizations, unlike sale account- 
ing for securitizations described in Chapter 8, reinsurance accounting under 
SFAS No. 113 (1992) and SSAP No. 62 (2000) does not apply a financial 
components approach. As a result, the accounting for finite reinsurance is 
highly limited. Although finite reinsurance deemphasizes risk transfer, it 
usually has some insurance aspects along with its financing aspects, and if 
so, accounting for finite reinsurance as either pure insurance or pure financing 
does not fully capture its economics. The New York State Insurance Depart- 
ment recently has proposed that reinsurance contracts be unbundled (in its 
terminology “bifurcated”) into their insurance and financing components, 
similar to the way that derivatives not clearly and closely related to their host 
instruments must be unembedded, as discussed in Chapter 11. Both the FASB 
and the NAIC currently are considering the possibility of such unbundling 
in their ongoing risk transfer projects. Due to the complexity and custom- 
tailored nature of finite reinsurance contracts, developing robust account- 
ing rules governing the unbundling of reinsurance contracts likely will prove 
an even more difficult task than it was for derivatives, however. 

In its second phase project, the IASB has tentatively concluded that it 
will require discounting of both loss reserves on underlying insurance and 
reinsurance recoverables. This will substantially eliminate the implied gain 
on retroactive reinsurance or short-duration but long-tailed underlying insur- 
ance and will lead to better insurance accounting generally. 

Both the FASB and the NAIC are reassessing the judgmental risk-trans- 
fer criteria for reinsurance accounting in ongoing projects on risk transfer. 
It seems likely that these criteria will remain judgmental but the FASB and/or 
the NAIC will provide additional guidance as to how to assess risk transfer 
for different types of underlying insurance that vary in both the probabil- 
ity and magnitude of the loss that can be transferred to the reinsurer. If so, 
this would likely make these criteria more stringent than the 10-10 rule for 
some types of insurance and less stringent for others. 


NOTES 


1. American Academy of Actuaries, Committee on Property and Liability Finan- 
cial Reporting, “Risk Transfer in P&C Reinsurance: Report to the Casualty 
Actuarial Task Force of the National Association of Insurance Commissioners,” 
August 2005. 

2. R. Adiel, “Reinsurance and the Management of Regulatory Ratios and Taxes 
in the Property-Casualty Insurance Industry,” Journal of Accounting and Eco- 
nomics (August—December 1996). 
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